


Foreword 


The papers of this symposium deal with presently more active 
problems of trust investments which were caused by the long de- 
pression, the war and existing inflation. They are, however, prob- 
lems which for the most part have arisen with each similar disturb- 
ance of the normal economic condition of our country during the 
last one hundred years or more. They are enormously aggravated 
by the extreme seriousness of the depression and inflation which is 
a part of the world situation and the phenomenal growth in this 
country of trusts with resultant heavy demand for proper trust in- 
vestments. 

Such a combination of economic forces place a great strain 
upon time honored restrictions controlling trust investment. States 
pursuing a conservative policy, implemented in many instances by 
statutory legal lists, are importuned to relax this policy and permit 
investment devises which have been permitted by more liberal 
states without appreciable danger. Among these are participating 
investments, and more recently the Common Trust Fund and the 
very rapid current shift to the Prudent Man Rule. In the past such 
relaxations have occasionally resulted in practices by trust officers 
which caused deep regrets by all concerned including beneficiaries, 
and doubtless secret resolutions of “never again”. With trial and 
error, safeguards develop; and the reader will observe these in the 
following articles. 

Ohio has adopted some of these new devices and it is interest- 
ing to note that the legislafure in 1951 approved the adoption with 
some of the limitations of the Prudent Man Rule by its passing of 
Senate Bill No. 57. For the reason, among others, that “the rule 
which is now in existence in Ohio is sound both in times of pros- 
perity and depression” Governor Frank J. Lausche prevented its 
becoming law by his veto. 

Policies which should obtain in the matter of trust investment 
are not to be easily discovered either from the experience of the 
past or expectant prophesy of success from new devices. The matter 
requires careful consideration and much thought. It is believed 
that the profession and all interested in trust administration will 
profit by studying this symposium presented by the Journal. 

Harry W. Vanneman 
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The Development of the Prudent Man Rule for 
Fiduciary Investment in the United States 
in the Twentieth Century 


By Mayo Adams Shattuck* 


THE ENGLISH AND AMERICAN BACKGROUND 

History, old style, had a comfortable way of being factual. It 
recorded the death of Victoria, good Queen and Empress, on a 
dreary day in 1901 and made due note of the accession of her son, 
Edward, as King Emperor, in its usual accurate manner. It declared 
precisely that the Victorian era had come to a definite end, at a pre- 
cise moment, just at the beginning of the twentieth century. 

Looking back now over the first fifty years of the twentieth 
century, however, the social commentator, new style, would have a 
good deal of difficulty in pinpointing the time when Victoria “died”. 
Some might say that the good Queen had not ceased breathing until 
the advent of the First World War or until its close. Others might 
say that the years of frenzy and inflationary activity which suc- 
ceeded the First World War and which terminated so disastrously 
in 1929 marked the twilight of her life. Others, looking for a per- 
sonal villain, might venture the initials of F.D.R. as those of the 
regicide. 

Whatever the date of Victoria’s death, whatever the length of 
her long reign, there are many who hold to the nostalgic thought 
that her period of power was truly a Golden Age; “golden” es- 
pecially with respect to the ownership and management of prop- 
erty. “Golden” because the economy of the civilized world was di- 
rectly keyed to troy ounce of gold as a standard of monetary value. 
“Golden” because the great and expanding forces of private busi- 
ness were operating without substantial interference by govern- 
ment. “Golden” because it was comparatively easy, in those days, 
to amass a comfortable portfolio of lifetime savings and compara- 
tively simple and “routine” to manage the portfolio once it has been 
acquired. Like all nostalgic notions of the sort, there is much to be 
distrusted in any such summation. The trustee-minded person, 
however, remembers very well the sort of placid connotations to 
which I refer. 

To be sure, a hundred or more years before the time of Vic- 
toria’s death trusteeship had passed, somewhat nervously, from the 
concept of safe conduct of a specific res into the concept of main- 
tenance of a stated set of values. During that transition the duty of 
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the English trustee had transformed itself from the relatively re- 
stricted obligations related to care, custody and operation of fam- 
ily agricultural real estate and its appurtenances to the much more 
intricate task of trading in commercial and financial markets and 
to the attempted maintenance, through the life of the trust, of a 
value which had been stated to exist at the time of the opening in- 
ventory. This ante-Victorian development had, to be sure, amounted 
to a revolution in trust thinking. But that ferment had largely sub- 
sided as the effects of the industrial revolution were consolidated 
and absorbed. The successful business man in England and in 
America in the second half of the nineteenth century had settled 
down in his thinking about management of his family property. He 
built his private fortune by taking considerable risks, to be sure, 
but he entertained a different sort of notion about what should 
happen to that fortune after he was gone. 

Fiduciary practices in England were especially staid and con- 
servative after 1850. It was the attitude of the British government 
and body of law, particularly after the scandals of the regimes of 
the last years of the eighteenth and the opening years of the nine- 
teenth centuries, that beneficiaries must be protected from any haz- 
ards or risks like those which had surrounded the infamous South 
Sea bubble. It was the purpose of government, moreover, to main- 
tain a constant market for the royal obligations. Fiduciaries were 
generally limited in the exercise of their art to acquisition of British 
consols or other government obligations and certain other types of 
investments which were considered proper for persons whose sole 
duty, or at least whose most emphatic duty, was the conservation of 
principal. The heavy balance of the trustee’s art was considered to 
lie, especially in England, toward the protection of generations 
which would appear only in the distant future. Text writers and 
observers of the fiduciary art were wont to express the trustee’s 
duties in terms of emphasis upon preservation of principal. The 
cases reveal a ready sacrifice of the interests of the income tenant 
wherever a question of safety of principal arose. 

This picture of the conservative fiduciary art of the late nine- 
teenth century in England is, of course, a portrait of a full and ripe 
civilization. With government regulation at a minimum and taxa- 
tion barely reaching these accumulations of private capital, there 
was little apprehension, and no actual consideration or thought, 
about a possible decline in the purchasing power of the British 
pound. The trustee’s duty, in full discharge, required a compara- 
tively small amount of imagination. There were, to be sure, many 
private securities which would have been available to the trustee 
of England if he had been allowed at the law to acquire them. The 
economy was still expanding. But imagination was not permitted 
to the trustee. He was to act as a conservator and not as a manager. 
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This same sort of placid conservatism marked the fiduciary 
developments in much of the United States during the maturing 
years of the nineteenth century. There was a background, to be 
sure, in the Colonies and in the young Nation, and particularly in 
New England, of enterprising and imaginative administration of 
trust funds. This background may be placed in history as dating, 
roughly, from the closing years of the eighteenth century until the 
middle of the nineteenth. During that period fiduciary funds were 
placed hard at work in the establishment of new mills and indus- 
trial enterprises of all sorts, in the conduct of the clipper trade with 
the Orient and with the West Indies, and in sundry other semi- 
speculative enterprises which had long characterized the develop- 
ments of the New England and Middle Atlantic State Colonies. 
That employment of fiduciary funds was based upon necessity. 
There was a new nation to develop. There was a shortage of the 
type of “safe” fiduciary investment participation which was con- 
stantly available in England. 

It was a background of that nature which found expression in 
the now famous case of Harvard College v. Amory, decided in the 
March term of the Massachusetts Supreme Judicial Court in the 
year 1830.! Any person who is interested in the development of 
fiduciary property management in the United States ought to take 
time to study that celebrated decision. As with all other great cases 
in the history of the law the interesting aspect of the case is not so 
much the language of the court but the state of facts, and the 
reasoning which was advanced by counsel on both sides and by the 
court in coming to its conclusion. It is a pity, these days, that we 
do not ordinarily have in the reports of our cases the abstracted 
briefs of the opposing counsel; it is a distinct loss, also, that modern 
courts do not refer more often to the clash of opposing arguments 
and state more fully their estimates of the respective values of those 
arguments. Study of the extended discussion of facts and argu- 
ments in Harvard College v. Amory will reveal the clash and inter- 
play of the English economy against the economy of the American 
Colonies and will demonstrate the fact that leading New England 
lawyers and judges of that day were accomplished business men 
on their own. The remarks set forth in the opinion concerning the 
defects of exclusive purchase, or of any purchase, of government 
bonds are not impertinent even in the modern scene! And the sum- 
mation of the opinion, as to the position in which a bank finds itself 
when it is confronted with a default on the part of its borrower, is 
penetrating in the extreme. That tribunal was too well versed in the 
commercial arts to believe that any distinction in kind could be 
drawn between shares in a bank and shares in manufacturing enter- 


19 Pick. (Mass.) 446 (1830). 
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prise. The bank, as they well knew, was entirely too likely to be- 
come a manufacturer, nolens volens, when the loan had to be en- 
forced! The entirely shrewd conclusion of the court boiled down to 
one statement. “Do what you will the capital is at hazard.” There 
were, in short, no “safe” investments. This concept reflected the 
fact, of course, that during the hundred years preceding 1830, all 
property management in America had been necessarily specula- 
tive. The rejection of a category of so-called “safe investments” was 
a typically American mental approach. It possessed the added psy- 
chological comfort, of course, of rejection of one more British tra- 
dition. Out of it came the final distillation of Yankee investment 
management thinking now so often appearing in print as . classic 
statement of the prudent man rule. 


All that can be required of a trustee to invest, is, that he 
shall conduct himself faithfully and exercise sound discre- 
tion. He is to observe how men of prudence, discretion and 
intelligence manage their own affairs, not in regard to 
speculation, but in regard to the permanent disposition of 
their funds, considering the probable income, as well as 
the probable safety of the capital to be invested. 

The court in Harvard College v. Amory, moreover, was keenly 
aware of an added factor, especially important in the light of the 
amount of discretion which its investment rule reposed in the trus- 
tee. That factor was the possible personal liability of the trustee 
for mistakes in judgment. In the final paragraph of the decision 
appeared this language: 

Trustees are justly and uniformly considered favorably, 

and it is of great importance to bereaved families and or- 

phans, that they should not be held to make good, losses 

in the depreciation of stocks or the failure of the capital it- 

self, which they held in trust, provided they conduct them- 

selves honestly and discreetly and carefully, according to 
the existing circumstances, in the discharge of their trusts. 

If this were held otherwise, no prudent man would run the 

hazard of losses which might happen without any neglect 

or breach of good faith. 

Thus the leading court of that day in the New England States, 


and possibly the leading court of that day in the United States, in 
one clear announcement freed the Massachusetts fiduciary from 
the ancient English shackles and pointed the way toward a use of 
the accumulated savings of previous generations which could be 
imaginative, daring, fruitful in the public and private sense and, 
yet, free of unwarranted personal risks on the part of the trustee. 
That salutary rule was, of course, the chief reason for the later 
flowering of what has come to be known as Boston trusteeship. 
But, as is so often the case in the development of the law, the 
statement of the rule laid down in Harvard College v. Amory re- 
flected rather more the customs of preceding generations than a 
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true anticipation of what was lying ahead. The rule had barely been 
announced when it began to be narrowed in practice in important 
respects. The process of narrowing was speeded, also, by the fact 
that during the remaining years of the nineteenth century the 
economy of the United States was also maturing and settling down. 
And in some parts of the Republic legal thinking had become more 
conservative than that of Massachusetts. The investment rule in 
New York, for example, was stated in terms not far different from 
those promulgated in Massachusetts. But in 1869 the New York 
court narrowed the rule in a most restrictive way in the leading 
case of King v. Talbot.? That opinion stated, emphatically, that no 
prudent man would purchase or retain for trust management any 
share of stock, as contrasted with a bond or other obligation having 
a fixed maturity. For some mysterious reason acquisition or reten- 
tion of any equity in real estate was permitted but purchase of 
shares of stock were declared to be a speculative and dangerous 
delegation of the trustee’s control. 

The tide was turning, with the ripening years, toward English 
conservatism. Even the Massachusetts court began placing certain 
limitations upon its own language. It made certain motions towards 
emphasis upon the doctrine of diversification, which had not been 
mentioned in the original statement of the rule, and which, while 
very sound in itself, could, if the court had not later escaped the 
noose which it really laid for itself, have proved to be a most 
troublesome restrictive requirement. It fell into the error, chiefly 
by dicta but widely copied by trust commentators all over the Vic- 
torian world, of heavy and undue emphasis upon the protection of 
the rights of future principal beneficiaries at the expense of the 
life tenants, who were, obviously, the chief objects of the testator’s 
bounties. It followed the trend, with the passage of the later nine- 
teenth century years, in short, of regarding the trustee as essen- 
tially a conservator. It emphasized “safety of principal” at the ex- 
pense of reasonable yields of income. The result was inevitable. It 
is fair to say that as of the year 1900 the trustees of the United 
States, speaking broadly, were little more than a pallid reflection 
of their own forefathers. They were doing a distinctly pedestrian 
job. 

Yet the trustees of 1900 are not to be unduly criticized. They 
were in step with those times. Social customs, business mores and 
government protocol were heavily laden with “taboos.” So also was 
the fiduciary management field. There were numerous media of in- 
vestment available to the fiduciaries of the American nation, as well 
as to the fiduciaries of England, but no cause had yet arisen for de- 
manding their use. The trust was, by and large, the rich man’s tool. 


240 N.Y. 76 (1869). 
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The fiduciary problem, on both sides of the water, was chiefly a 
matter of placing the accumulated savings of previous generations 
of leading families in a sort of “guaranteed” retirement, where they 
would be “safely” preserved for dozens and even hundreds of years 
to come. 

The sterilization of accumulated trust funds which characteriz- 
ed the “golden age” rule may have done no harm during Victorian 
days. Certainly there were few commentators who thought it evil. 
Massachusetts adhered to its liberal viewpoint but most of the Re- 
public did not, and even that resolute Massachusetts protagonist 
Augustus Peabody Loring admitted, in 1898, that 

In the hands of a good trustee the Massachusetts rule is un- 

doubtedly superior, since it gives him a larger opportunity 

to use his skill and ability as a financier for the benefit of 

his beneficiaries; but undoubtedly the English rule, or New 

York rule, is better adapted to inexperienced or ignorant 

trustees, as much less is left to their discretion, and unfor- 

tunately trustees are too often appointed from considera- 
tions of friendship, and not from consideration of their dis- 
cretion or business ability. 


Tue Pertop or UNSETTLEMENT 


Space does not permit a description of the dramatic growth of 
security transaction on the American markets from the year 1898 
to the close of the 1920’s. Most of us have clear enough memories, 
however, of the glamorous 1920’s. Nor shall we soon forget how 
after an exuberant rise of unparalleled intensity and duration the 
market “broke” in October of 1929, and the rose-tinted skies of the 
American new era became suddenly and darkly overcast. The per- 
iod of unsettlement which ensued has continued with very brief 
interludes until the present day. As a result of the dislocations of 
the Second World War and the threats of a Third, it appears likely 
that we shall continue to move through troubled times for years to 
come. And it is more than likely that the “swings” in values upon 
the security markets will continue to alternate in successive re- 
sponse to whatever deflationary or inflationary influences may turn 
out from time to time to be prevailing. 

At all events the historical “averages” declare that following 
hard upon the initial break in the autumn months of 1929, there 
ensued a deflationary decline which was first felt in the values of 
equity participations. Bond values, during this initial period, tended 
to hold, even to improve, their relative positions. The investment 
“conservatives” had their brief, if lugubrious, innings. But even- 
tually, and without much delay, there arrived a period of depres- 
sion so deep that the values of negotiable covenants of all sorts, 
secured and unsecured, were themselves grievously affected. Great 
aggregations of “guaranteed” mortgage bonds stood in default and 
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railroad bonds declined with discouraging rapidity. Farm mortgage 
auctions produced scenes of bitter defiance to the law. The statu- 
tory moratorium became the order of the day. Gold rapidly resumed 
its prime place in the affections of men. Money stood next in public 
preference. All forms of money’s worth, indeed, with the notable 
exception of a few commodities, were viewed with suspicion and 
mistrust. 

Upon evidence of the hoarding of gold, and eventually of 
money, the Federal Government stepped in and closed the banks, 
devalued the gold content of the dollar, inaugurated an extensive 
and continuing policy of cheap money and assumed for all prac- 
tical purposes a working control over the security markets. From 
that critical low point there ensued a period of slow but accelerat- 
ing credit and currency inflation. This process has continued to the 
point, at the date of these comments, where one hears, predomi- 
nately, discussion of the following topics in work-a-day trust circles: 

1. Shall we be able to prevent an uncontrollable upward 
spiraling of the costs of living and consequent uncontroll- 
able diminution of the purchasing power of the fixed-con- 
tent dollar? 

2. Shall we ever be able to expect the yield from fixed income 
capital to resume its former comparative position vis-a-vis 
the yield from equity participations? 

These questions bespeak an uncertainty among men of pru- 
dence, intelligence, and discretion about the values of the things 
that they find for sale in the financial world and, consequently, 
about the things which they hold in their fiduciary portfolios. All 
of us are now required to steer our craft, not by the fixed and re- 
liable stars of old, nor yet by the magnetic compass for whose ex- 
pected deviation we can compensate, but by dead reckoning solely, 
the color of the water, the size and shape of the visible reefs, and 
the set of the tide so far as we can discern it. We are passing, in 
other words, through the sort of period to which Chief Justice Rugg 
referred, with dignified understatement, in Kimball v. Whitney,’ 
when he spoke of “new financial institutions and business customs, 
changed commercial methods and practices, altered monetary us- 
ages and investment combinations.” We have rediscovered, more- 
over, the eternal verity of Mr. Justice Putnam’s sentence, “Do what 
you will the capital is at hazard.”* 

4 Harvard College v. Amory, 9 Pick 446 (1830). 

These developments have led to interesting discussions among 
persons who are occupied in the trust field about the nature of the 
duty of the modern trustee. It has been suggested, for example, that 
the time may be at hand when the trustee must be prepared to take 





3 233 Mass. 321, 331 (1919). 
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into account and seek some compensating factor for fluctuations in 
the purchasing power of the monetary standard.‘ Distinctions have 
been drawn between the functional approaches to the problem of 
property management which are characteristic of various walks of 
life. Shall the savings banker, for example, who deals with an obli- 
gation to repay upon demand, be expected to use the same ap- 
proach as the insurance company executive who has issued obliga- 
tions to pay in dollars but who is to some degree protected by tables 
of experience in mortality? Should the trustee, who has no fixed 
maturity but whose fundamental duty is to apply the trust prop- 
erty for the continued benefit of successive beneficiaries, adhere 
to the same or to a different standard or approach? The question 
has been asked whether it is any longer sufficient, as a discharge 
of the fiduciary duty, to maintain values set in the opening inven- 
tory over a prolonged period of years, regardless of development 
in the surrounding economy. These questions are not easily an- 
swered. Some have said that a trustee who undertakes to take into 
account fluctuations in the purchasing power of the dollar runs the 
risk of becoming a “gentleman adventurer” with other people's 
money.*® Some say that a trustee who does not is sacrificing the life 
tenants of the trust to remote remaindermen. 


Certainly there is evidence that during the period of unsettle- 
ment, which has characterized the second twenty-five years of the 
twentieth century, the position of the life tenant has been re-examin- 
ed and the duty of the trustee to some extent affected. By way of 
introduction to consideration of the widespread reform in invest- 
ment powers of the American trustee, which was originally induced 
largely out of response to the plight of the life tenant (but which 
now bids fair to do the remainderman an equally good turn), it may 
be useful to notice some other changes in trust law and practice 
which have been designed to increase the fruitfulness of the trust 
device for the benefit of those nearest and dearest to the departed 
head of family. It has, for example, now become fairly common to 
remove from the income beneficiary part of the charges for man- 
agement and to allocate that expense partly to principal.’? The Re- 
statement and an increasing number of decisions now declare the 
duty of the trustee, also, to make equitable allocation of the pro- 
ceeds of delayed sale of unproductive real estate so that the income 





5 See Shattuck and Headley, Whither Trusteeship? (a debate), 89 Trusts 
AND Estates 92-5, 120-5 (1950). 

6 See Headley, Trustees or “Gentlemen Adventurers”?, 88 Trusts AND Es- 
TATES 91 (1949). 

7 This is sometimes accomplished by statute as for example in Massachu- 
setts where allocation is left to the discretion of the Probate Court. Mass.G.L. 
(Ter. Ed.) Ch.206, s.16. 
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tenant is no longer burdened with all carrying charges without 
eventual reimbursement.’ So, also, in practice draftsmen have 
learned to authorize fiduciaries to use, apply and expend principal 
for the protection of income tenants. The concept of conservation of 
principal for distribution intact to future generations is certainly 
weakening even if it must be said, still, that most trust authorities 
and decisions get the cart before the horse.° 


THE Trust INVESTMENT RULE 
Lecat List vs. PruDENT MAN 

In 1900 the individual states of the United States had divided 
themselves unevenly between allegiance to the Massachusetts rule 
(a distinct minority) and the New York or “legai list” rule (a 
strong majority). The New York rule states represented vastly 
greater accumulations of capital. Loring’s estimate, made in 1898, 
that the Massachusetts rule states were in the majority was certain- 
ly inaccurate. The key states, in an economic sense, New York, 
Ohio, Pennsylvania, Texas, Illinois, Cailfornia and the entire bloc 
of Northwest territory jurisdictions, had carefully limited their 
trustees to “legal lists.” The same restriction, or something like it, 
was embodied in the constitutions of a handful of states. The legal 
lists were similar in nature to the savings bank lists which had long 
been established almost everywhere, even in Massachusetts. They 
were prepared by the legislative or executive branch of govern- 
ment. They were designed to protect the beneficiary from Loring’s 
“inexperienced or ignorant trustees.” The eligible investments con- 
sisted largely of government and municipal obligations but they 
sometimes included “high quality” bonds and notes selected in ac- 
cordance with prescribed formulae. Equity participations were al- 
most universally excluded. Common stocks were emphatically 
“taboo.” The trustee who purchased or retained unauthorized se- 
curities became in substance a guarantor against depreciation. 

In the legal list states, after the boom and during the depres- 
sion years of the 1930’s, a number of factors became operative 
which focussed attention upon investment restrictions. The first of 
these factors was the startling increase, beginning in the 1920's, in 
the accumulation of fiduciary funds. The nation had become, after 
World War I, a growing aggregation of modest “capitalists.” The 
trust, moreover, was obviously becoming the average man’s tool. 
According to figures compiled in 1938 by the Comptroller of the 
Currency the growth of trust funds in national banks alone had in- 
creased from $922,328,677 in 26,053 trusts as of June 1926 to $9,419,- 


8 RESTATEMENT, TRUSTS, s.241; 20 B.U.L.Rev. No. 3 (June 1940). 

9 The rule stated in Harvard College v. Amory was of course balanced in 
nature; it is not often remembered that it placed income considerations first 
in order of expression. 
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017,042 in 135,655 trusts as of June 1938, an increase of 921 per 
cent in trust assets and 466 per cent in the number of trusts.!° The 
state banking institutions engaged in the trust business, about equal 
in number to the national banks, enjoyed a similar boom. And while 
individual trusteeships were believed to be declining in relative im- 
portance they nevertheless continued to contribute enormously to 
the total volume of fiduciary business. Thus an important fraction 
of the nation’s capital had found its way into trust portfolios. The 
trust men of the country worked very hard and very steadily not 
merely to increase their business but to do it with prudence and in- 
telligence.'! The public was in a mood to provide for the future, es- 
pecially after the lesson of 1929. Life insurance trusts became 
common. 

But moving hand in hand with this striking growth of trust 
business during the period of depression there was an equally strik- 
ing diminution in the quantity of “eligible” securities. Great por- 
tions of the legal list selections disqualified themselves by automatic 
operation of the formulae under which they were chosen and were 
removed from the list. In New York State alone the volume of 
“legal investments” declined from approximately $7,600,000,000 in 
1931 to approximately $2,580,000,000 in 1939. 


These factors, taken together with open market purchases by 
the Federal Reserve Bank, expansion of silver purchases, devalua- 
tion of the dollar, adoption of a national policy of low interest rates, 
and the general lessening of public confidence in bond values served 
to place the income tenant in an unenviable position. Income was 
declining; prices were going up. 

There was, moreover, a social aspect to the problem. The en- 
terprise capital market was languishing. In the words of Edmund 
Burke, Jr., “Equity money is dynamic and debt money is static.” 
Even the conservative minded S. E. C. stated its belief that, “ A 
reasonable capital structure calls for a substantial amount of com- 
mon stock equity both as a protective cushion for the bonds and 
preferred stock and to prevent temporary declines in earning from 
resulting in receivership.”!? Yet a report of the Public Utilities Di- 





10 Comptroller of the Currency. 76th Annual Report. Pg. 3. 

11 These statistics have been limited, for purposes of historical pertinency, 
to the decade 1930-1940. Trust growth has proceeded almost geometrically 
since. For an estimate of the extent of trust business in National Banks as 
of December 30, 1950 see Trusts and Estates, September, 1951. The total is 
nearly four times that of 1938. It is to be remembered that these totals do not 
include trusts in about 1500 state chartered banks or in the hands of individu- 
als, or charitable and educational funds, “corporate” trusts, society funds or 
the like. I estimate that the total aggregations of trust funds in the nation as 
of this writing may exceed two hundred billions of dollars. 

126 SEC Ann Rep. 
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vision of the S. E. C. gave a picture in 1941 of the five previous years 
of public utilities financing. The total sum of that financing amount- 
ed to $5,890,000,000, in round figures. Of this total bonds and notes 
accounted for approximately 95.1 per cent, preferred stocks 4.7 per 
cent, and common stocks only 2/10 of 1 per cent. Free enterprise 
requires equity capital. The social question that arose in the minds 
of lawyers and legislators was whether it was entirely safe, let 
alone wise, to continue to exclude from the enterprise capital mar- 
ket the entire aggregation of fiduciary funds of great centers of com- 
merce like New York and Chicago. 

In the meantime trustees in those states which had followed 
the Massachusetts trust investment rule had found the going much 
easier than their “legal list” brethren. The task of selection re- 
mained as difficult as ever, to be sure, perhaps even more so, but 
the investment choice was comparatively wide and the opportunity 
to balance a stuttering bond yield by utilization of the relatively 
higher income derived from equity participations, at reduced values, 
was always at hand. Needless to say the lot of the life tenants was 
happier in the Massachusetts Rule states than in the “legal list” 
states. The yield in portfolios which were limited to legal invest- 
ments did not greatly exceed 2 per cent on the average, while it 
was still comparatively easy to maintain a 4 per cent yield under 
the Massachusetts rule. That difference of one and a half, or two, 
per cent was fifteen hundred to two thousand dollars a year in a 
trust of one hundred thousand dollars. 

The combined effect ‘of these factors, beginning with the year 
1939, led to a series of desertions from the ranks adherent to the 
“legal list” rule. 

Connecticut adopted the Massachusetts rule by statute in 
1939. Missouri took what amounted to the same step by court de- 
cision in 1940. New Hampshire greatly relaxed its long established 
strict practice in 1941. The trust division of the American Bankers 
Association in February 1942 devoted a part of its annual meeting 
to the subject and ended by instructing its legislative committee to 
prepare a model statute designed to enact the Massachusetts rule. 
The present writer prepared the statute in the form set out later in 
this article. The governing words were those of the court in Har- 
vard College v. Amory. No way was found to improve them. 

Results were almost immediate and have been continuing in 
marked fashion ever since.'3 

A tabulation of American jurisdictions which follow the pru- 
dent man rule, as of this writing, either by judicial decision or legis- 





13 The American Bar Association Section of Real Estate, Trust and Probate 
Law also appointed a continuing committee to further this reform and there 
have been local committees in many states. 
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lative action taken prior to the drafting of the model statute, or by 
subsequent adoption of the model statute (sometimes with slight 


variations) is as follows: 


A. The Prudent Man Rule States (prior to 1940). 


*1939 Connecticut 
*1890 Kentucky 
1884 Maryland 
1830 Massachusetts 


*1937 Michigan 
1940 Missouri 


1928 North Carolina 
1886 Rhode Island 
1908 Vermont 


(Conn. Gen. Stats. 1949, § 6893) 
(Ky. Rev. Stat. 1946, § 386.020) 
McCoy v. Horwitz, 62 Md. 183 (1884) 
Harvard College v. Amory, 9 Pick. 
446 (1830). 

(Mich. Comp. Laws 1948, § 487.232) 
Rand v. McKittrick, 346 Mo. 466 
(1940) 

Sheets v. J. G. Flynt Tobacco Co., 
195 N. C. 149 (1928) 

Peckham v. Newton, 15 R. I. 321 
(1886) 

Scoville v. Brock, 81 Vt. 405 (1908) 


B. The Prudent Man Rule States, by statute (after 1940) in 
some form or other, 100 per cent or less: 
*1941 New Hampshire (N. H. Rev. Laws 1942, c. 363, § 17, 


1943 California 
1943 Delaware 
1943 Minnesota 
1945 Illinois 
1945 Maine 


1945 Texas 


1947 Nevada 
1947 Oregon , 


1947 Washington 
1949 Idaho 
1949 Kansas 


1949 Oklahoma 


1951 Utah 
1951 Colorado 


as amended by Laws 1949, c. 135, § 
1) 50% 

(Cal. Civil Code, § 2261, as amend- 
ed by Laws 1943, c. 811) 100% 
(Del. Rev. Code, c. 117, § 35, as 
amended by Laws 1943, c. 171 and 
Laws 1947, c. 268) 100% 

(Minn. Stat. Ann., § 501.125) 100% 
(Ill. Rev. Stat. c. 148, §§ 32 to 32.1c.) 
100% 

(Me. Rev. Stat. c. 147, §§ 17a-d, as 
amended by Laws 1951 HB.102) 
100% 

(Tex. Stats. (Vernon Supp.) § 
7425b-46, as amended by Laws 1945, 
c. 77, § 13) 100% 

(Nev. Laws 1947, c. 51, p. 81) 100% 
(Ore. Comp. Laws Ann. §§ 73-103a 
to 73-103d, as inserted by Laws 1947, 
c. 523, and amended by Laws 1949, 
c. 220, § 1) 100% 

(Wash. Laws 1947, c. 100) 100% 
(Ida. Laws 1949, c. 36) 100% 
(Kan. Laws 1949, c., 319 as amend- 
ed Laws 1951 HB. 71, § 1) 100% 
(Okla. Stats. Ann., Title 60, § 161) 
100% 

(Utah Laws 1951, HB. 51) 100% 
(Col. Laws 1951, HB. 272) 100% 





*The dates are those of the first adoption of a Prudent Man 
Statute. The Kentucky and Michigan statutes have been 
somewhat altered by later amendments. 
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1951 New Mexico (N. M. Laws 1951, c. 41) 100% 

1951 Tennessee (Tenn. Acts 1951, c. 125) 100% 

*1951 New Jersey (N. J. Rev. Stats. 1943, § 24-601 as 
amended 1951) 40% 

*1951 North Dakota (N. D. Rev. Code of 1943, § 6.0515 
as amended 1951) 50% rule for cor- 
porate fiduciaries only. 

*1951 South Carolina (S. C. Code of 1942, § 9051 as 
amended 1951) 30% 


C. The Legal List States (of various types). 

The list of legal list states, so formidable as of the year 1900, 
has now dwindled to a small minority of the jurisdictions in the 
United States. Those legal lists states, which do not permit equi- 
ties in any form, are as follows: 


Alabama (Code, 1940, as amended, Title 58, § 
47) 

Arkansas (Stats. 1947, Ann., as amended, §§ 
106,221) 

Florida (Stats. 1949, as amended, § 518.01) 

Georgia (Code, 1933, as amended, § 108-417 
et seq.) 

Iowa (Code, 1950, as amended, § 682.23) 

Louisiana (Rev. Stats., 1950, as amended, § 
9: 2061) 

Montana (Constitutional prohibition) 

Ohio ; (Gen. Code, 1910, as amended, § 


10506-41) Legislation in 1951 vetoed 
by Governor. 


West Virginia (Code, 1931, as amended, Art. 6, c. 
44, § 2) 
Wyoming (Comp. Stats. 1945, as amended, § 


8-301) (Constitutional prohibition) 


In some jurisdictions the “legal lists” include some kinds of 
preferred and, or, common stocks, but typically only a limited 
amount can be invested in equities. In addition, the relatively few 
equities which are eligible must meet certain fixed requirements, 
such as high investment service ratings, exchange listings, earnings 
and dividends records, etc. This group of jurisdiction includes: 


District of Columbia (Local Civil Rules of Dist. Ct., Rule 
23 


) 
Indiana (Laws 1945, as amended, c. 184, § 1) 
Nebraska (Rev. Stats. 1943, as amended, § 24- 
601) 





*The question is, of course, whether states which have a per- 
centage rule belong in a “legal list” or in a Prudent Man 
column. 
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New York (Personal Property Law, § 21 (1), 
as amended by Laws 1950, c. 464) 
(a “legal list” state with a limited 
35% Prudent Man Rule amend- 
ment) 

Pennsylvania (Pa. Stat. Ann. (Purdon) tit. 20, §§ 
821.1 to 821.20, as amended by Laws 
1951, S.B.11, §1) 


Virginia (Code, 1950, as amended, § 26-40) 
Preferred stocks only. 
Wisconsin (Stats. 1945, as amended, § 320.01) 


In Arizona, Mississippi and South Dakota there is no specific- 
ally declared fiduciary investment law, and fiduciaries in these 
states do not customarily purchase equities or investment company 
shares without specific authorization. 

A glance at the above tables which show only four American 
states definitely in the Prudent Man column as of the year 1900, and 
only nine definitely in that column by 1940, reveals the sweeping 
extent of the reform in the past dozen years. 

It seems clear, now, that the standard laid down in Harvard 
College v. Amory is destined to be the American trustee’s guide for 
years to come. 


CoLLATERAL DEVELOPMENTS. 
THE Common Trust Funp. THe INvEstMENT TRUST. 

During the same period of years which have marked extension 
of the Prudent Man Rule there have risen, and flourished, in the 
American states two interesting methods of collective investment. 
One, the Common Trust Fund, was especially designed for use in 
the fiduciary field. The other, the Investment Company or Invest- 
ment Trust, is eminently suited for use in that field and is being 
legally qualified for that purpose by increasing degrees. 

The Common Trust Fund, which offers the advantages of con- 
centrated and economical trust management and a high degree of 
diversification to multiple trust accounts in the hands of a single 
fiduciary, usually corporate, is now legal in thirty states and at a 
recent date was said to embrace $634,315,895 in 37,008 accounts.'* 
Discussion of its characteristics and virtues must be reserved for 
another time and place. It is plain, however, that the Common Trust 
Fund has earned a definite place in the American fiduciary field 
and is here to stay. 

The shares of investment companies and investment trusts also 
fill a definite need in the field, particularly where the Common 
Trust Fund is not available. Smaller corporate fiduciaries and the 
thousands of individual fiduciaries of the nation must also have 
better diversification and the benefits of expert management, par- 





14 Operating Economies, 90 Trusts AND Estates 100 (1951). 
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ticularly as the numbers of relatively small investment accounts of 
a fiduciary nature increase and the complexities of modern invest- 
ment techniques grow more baffling. There has been discussion of 
the legality of purchase and retention of this sort of investment by 
the trustees of the nation. It now appears probable that even in the 
absence of specific authorization set forth in the instrument the 
courts will permit this sort of purchase.'5 A substatnial number of 
states have recently enacted legislation permitting purchase and 
retention of shares of investment companies and investment trusts, 
sometimes in the form of an amendment to the Prudent Man Rule,'® 
sometimes as a specific extension of a legal list, or as an express 
permission for the permitted fraction of equities.'’ 

Discussion of the characteristics and virtues of this type of 
modern fiduciary investment must, like discussion of the Common 
Trust Fund, be reserved for another time and place. These two col- 
lateral methods of collective investment of American fiduciary funds 
are increasingly recognized, however, as the handmaidens of the 
Prudent Man Rule and must be noted with interest by any student 
of developments in that field. 


THE Prupent Man Rute In OPERATION 

Massachusetts has recorded, in the decisions of her Supreme 
Judicial Court, a century and a quarter of experience with the rule 
announced by Harvard College v. Amory. There have been exten- 
sive notations of the results.!® I made the attempt, in 1945, to an- 
notate the rule, clause by clause, in the light of the Massachusetts 
decisions.!® 

The established pattern, as woven in Massachusetts, is not 





1S Stevenson, Shares in Mutual Investment Funds (1946); Shattuck, The 
Legal Propriety of Investment by American Fiduciaries in the Shares of Boston- 
Type Open-End Investment Trusts, 25 B.U.L.Rev. 1 (1945); Stevenson, Fiduci- 
aries and Investment Company Shares, 89 Trusts AND Estates 228 (1950); May 
Trustees Invest in Investment Trusts?, 89 Trusts AND Estates 396 (1950). 

16 Colorado, Kansas, Maine, New Mexico, Tennessee and Washington. 

17 New Hampshire, New Jersey, North Dakota, South Carolina and Wiscon- 
sin. 

18 See, e.g. J. J. Robinson and H. Robinson, Trustee’s Investments in Massa- 

chusetts, 14 B.U.L.Rev. 88 (1934); R. S. Walker, Investment of Trust Funds 
under the so-called “Massachusetts Rule”, 13 Conn. B. J. 237 (1939); J. L. Rob- 
son, Investment of Trust Funds in Massachusetts and Pennsylvania, 21 J. Comp. 
Lec. 3rd ser. 205 (1939); Prudent Investor Rule in the Investment of Trust 
Funds, 16 Temp. L. Q. 216 (1942); R. Neill, Jr., Prudent Man Rule of Trust In- 
vestments, 82 Trusts AND Estates 90 (1946); R. P. Chapman, Investing Trust 
Funds under the Prudent Man Rule, 23 Trust Butt. 2 (1944); E. R. Lewis, The 
Prudent Man Investment Rule, 35 Inu. B. J. 65 (1946); F. G. Sayre, Prudent 
Man Rule for Trust Investments, 88 Trusts AND Estates 663 (1949), 89 Trusts 
anv Estates 706 (1950). 

19See 25 B.U.L.Rev. (Nov. 1945). 
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greatly different from that of any other part of the nation. The rule, 
so far as I know, has been regarded with admiration wherever it 
has been adopted and placed in operation. No decision by the high- 
est court of any state has been more widely cited elsewhere than 
Harvard College v. Amory. A modest collection of cases, suggestive 
of the rule in operation, is appended to this article. I see no evidence 
that any of these cases have distorted or abused the rule in any 
important particular. The degree of its fruitfulness in the American 
fiduciary field will, of course, depend upon how it is handled by the 
fiduciaries, the lawyers and the courts of the future. It is entirely 
malleable in nature and completely suitable for changing times and 
circumstances. 


CONTEMPLATION OF THE FUTURE 

Consideration of the economic and social circumstances which 
hold sway at the expiration of the first half of the twentieth cen- 
tury, and of the legal currents which have asserted themselves in 
the American fiduciary field with sufficient strength so that they 
may property be called “trends,” suggests the possibility of some 
of the following developments, all of which are pertinent to a study 
of trust investment practices: 

First: Private aggregations of trust capital are likely to grow 
in total size. The persistence and ingenuity of estate planning adver- 
tising, the unsettling condition of private and public affairs, the 
availability of new and interesting investment media, the increasing 
burdens of taxes and an enlarged sense of family responsibility may 
be expected to contribute to increasing emphasis upon planning for 
a “rainy day.” 

Second: Public and charitable aggregations of trust capital will 
also increase in substantial measure. The doing of good works is 
characteristic, always, of a maturing society; the American people 
are, moreover, instinctively generous. The tax structure has served, 
and will continue to serve, to enhance the resolution of our citizens 
to provide protection for their less fortunate brethren. 

Third: The instruments and statutes which control manage- 
ment of trust funds, public and private, will be drawn and enacted 
with an eye to an unpredictable future, rather than with the con- 
viction, as in Victorian days, that the future can be foreseen with 
reasonable accuracy. Thus fiduciary discretions may be expected 
to be enlarged; powers of alteration, amendment and use and ap- 
plication of principal will be common rather than exceptional; in- 
vestment powers will be broad and elastic in an increasing degree. 
The Prudent Man Rule, possibly somewhat broadened, is almost 
certain to be the trust investment rule of the next fify years. 

Fourth: The inter vivos trust may confidently be expected to 
find increasing use in domestic and commercial areas. It bids fair to 
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take root as a sort of mercantile specialty on its own, as the insur- 
ance policy has done, and to be applied in myriad forms, to specific 
purposes. It may well become the “poor man’s tool.” 

Fifth: Because the average man’s family trust is likely to be of 
modest size, and the substantial Victorian portfolio a distinct relic 
of the past, one must expect an increasing experimentation with all 
sorts of collective investment devices. The Common Trust Fund is 
certainly here to stay and will probably extend itself markedly 
throughout the banking system. The modern Investment Company 
will continue to attract fiduciary participation and, as it gains in 
stature and confidence, may come to provide both a complete in- 
vestment service for trusts of modest size and a supplementary ser- 
vice for larger aggregations of trust capital. 

Sixth: The accumulated savings of the Republic are more like- 
ly than not, regardless of recessions and booms, to find dominant in- 
vestment in equity participations, as contrasted with mortgages, 
bonds and notes of hand. The trust function is not adequately dis- 
charged by heavy possession of fixed income bearing securities hav- 
ing a fixed maturity, especially when one considers that the broad 
record of advancing civilization is inflationary in character. The 
trustee’s prime practical concern will be not to safeguard principal 
but to keep reasonably abreast of the times in purchasing power 
and values. A sense of cautious responsibility will always dictate, 
to be sure, a somewhat different attitude on the part of the trustee 
from that of the “gentleman adventurer,” notably with relation to 
diversification of classes and individual holdings of securities, but 
it is safe to say that the Victorian definition of the prohibited “busi- 
ness man’s risk” will undergo a softening change. The essential 
market for fixed income bearing securities is more likely to be 
found not in the fiduciary field but among the property management 
institutions which are themselves confronted with fixed maturities, 
or are subject to demands in dollars, such as savings banks, build- 
ing and loan cooperative societies and insurance companies. 


Seventh: Because so many American business men are essen- 
tially unliquid in their financial affairs, having placed all or a very 
large part of their eggs in one basket, and because the operation of 
tax laws makes it almost impossible to gain a position of liquidity 
without heavy sacrifice of values or contribution to the tax collect- 
or, there will be a tendency to “hang on” to family properties of 
high earning power and low marketability. The fiduciaries of the 
Republic may, therefore, find themselves increasingly occupied 
with managerial functions of a commercial and industrial charac- 
ter. They must be prepared to operate competitive enterprises in 
trust form and to conform their administrative and compensation 
schedules and procedures accordingly. 
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Eighth: Since the duty of the trustee of the future is likely to 
be one of leadership in new and strange areas, all in a highly tech- 
nical world, one may expect a heavier emphasis upon “profession- 
alism” in the trust world. A lawyer will not expect to be a success- 
ful trustee merely because he is a member of the bar, nor a bank 
merely because it holds a charter, nor an investment broker merely 
because he deals in stocks and bonds. Fiduciary compensation 
schedules will inevitably be subject to wide variations, depending 
upon the nature of the task in hand; ancient rules bearing upon 
delegation of duty and responsibility will require modification to 
suit growing practices of committee and agency performance; the 
risk of individual liability of the trustee, saving always in the sac- 
rosanct area of his duty and loyalty, will certainly be diminished to 
a character more resembling that of the director-business executive 
than that of the old fashioned fiduciary. 

Ninth: Certain practical and legal assumptions of the trust 
world must be altered to fit the future fiduciary prospect. Profes- 
sional fiduciaries have tended to assume, for example, that sole 
trusteeship will be the order of the new day; it seems more likely, 
however, that committee operation is desirable, with division of 
duties and responsibilities. One may fairly expect, also, that the 
ancient legal rule of unanimity of decision in decision and action 
will give way to the more workable business and social, or political 
rule of decision by the majority. A fixed schedule of fees will not 
be applicable to this new order of things. Responsibility for the acts 
or omissions of a co-fiduciary or inferior will be lessened. The 
heavy emphasis upon conservation of principal at the expense of 
the life or income tenant will continue to diminish. Business prac- 
tices relating to reserves for obsolescence and depletion will be im- 
ported into the trust law. The trust vehicle will, in short, find a way 
to take an unhandicapped place as a modern and competitive Amer- 
ican business device. 

The Prudent Man Rule may be thought of, in this aspect of 
things, as a bright star in a newly discovered galaxy. Maitland con- 
sidered the invention of the trust concept to have been a major, 
perhaps the greatest, achievement of the English legal mind. Scott 
adds that the use of the trust is limited only by the imagination of 
the draftsman. Given these virtues and the elasticity of adminis- 
tration which is promised by the Prudent Man Rule, one can expect 
the trust to reach full stature in American hands. 


APPENDIx A 
Tue Mopet Prupent Man Rute STATUTE 
WITH THE INVESTMENT COMPANY AMENDMENT 


SECTION 1. In acquiring, investing, reinvesting, exchanging, 
retaining, selling and managing property for the benefit of another, 
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a fiduciary shall exercise the judgment and care, under the circum- 
stances then prevailing, which men of prudence, discretion and in- 
telligence exercise in the management of their own affairs, not in 
regard to speculation but in regard to the permanent disposition of 
their funds, considering the probable income as well as the prob- 
able safety of their capital. Within the limitations of the foregoing 
standard, a fiduciary is authorized to acquire and retain every kind 
of property, real, personal or mixed, and every kind of investment, 
specifically including but not by way of limitation, bonds, deben- 
tures and other corporate obligations, and stocks, preferred or 
common, and securities of any open-end or closed-end management 
type investment company or investment trust registered under the 
Federal Investment Company Act of 1940, as from time to time 
amended, which men of prudence, discretion and intelligence ac- 
quire or retain for their own account. 

SECTION 2. Nothing contained in this act shall be construed 
as authorizing any departure from, or variation of, the express 
terms or limitations set forth in any will, agreement, court order or 
other instrument creating or defining the fiduciary’s duties and 
powers, but the terms “legal investment” or “authorized invest- 
ment” or works of similar import, as used in any such instrument, 
shall be taken to mean any investment which is permitted by the 
terms of section 1 hereof. 

SECTION 3. Nothing contained in this act shall be construed 
as restricting the power of a court of proper jurisdiction to permit a 
fiduciary to deviate from the terms of any will, agreement, or other 
instrument relating to the acquisition, investment, reinvestment, 
exchange, retention, sale or management of fiduciary property. 

SECTION 4. The provisions of this act shall govern fiduciaries 
acting under wills, agreements, court orders and other instruments 
now existing or hereafter made. 


ApPpEenDIx B 


Note: A collection of Massachusetts authorities, which I hope 
would give a fair picture of the operation of the Massachusetts Pru- 
dent Man Trust Investment Rule as of November, 1945, was printed 
in the Boston University Law Review, Volume 25, No. 4. In the 
course of that discussion I attempted to illustrate the Rule by an- 
notating its separate clauses as follows: 

(1) “All that can be required of a trustee to invest, is, that he 
shall conduct himself faithfully 

(2) and exercise a sound discretion. 

(3) He is to observe how men of prudence, discretion and in- 
telligence 

(4) manage their own affairs, 

(5) not in regard to speculation, but in regard to the permanent 
disposition of their funds, 

(6) consideirng the probable income, as well as the probable 
safety of the capital to be invested.” 

It would have been an impossible task then, and it remains an 
impossible task, to extend a comprehensive inquiry into jurisdic- 
tions other than Massachusetts in anything less than a full volume. 
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This appendix, therefore, can do nothing more than set forth a very 
few interesting recent cases, drawn from Massachusetts and other 
jurisdictions, which suggest the application of the Rule and the 
practice under some of the foregoing clauses. 

(1) “... he shall conduct himself faithfully .. .” 

The trustee is to be selfless; he is to work exclusively in the 
intersts of those who have present or future beneficial interests in 
the trust. This is the uniform rule in all Prudent Man jurisdictions. 

In City Bank Farmers Trust Co. v. Taylor, 69 A. 2d 234 (R.I. 
1949) , the testator gave his widow and the Trust Company, as trus- 
tees, broad investment discretion, and authorized them to retain 
securities owned by him and to participate in reorganizations. The 
estate included large blocks of the Trust Company and of the Na- 
tional City Bank. When the Trust Company affiliated itself with 
the Bank, the Trust Company lost its right to retain the shares re- 
ceived from the affiliation. The rule of the Cannon case was thus 
reaffirmed. See also Hutchings v. Louisville Trust Co., 303 Ky. 147, 
197 S. W. 2d 83 (1946). 

Profits derived from the trustee’s self-dealing will accrue to 
the trust: “recovery may be had by the benficiary even though he 
has suffered no damage and even though the trustee may have 
acted in good faith.” Slay v. Burnett Trust, 143 Tex. 621, 187 S. W. 
2d 377 (1945); Continental Illinois National Bank & Trust Co. v. 
Kelley, 333 Ill. App. 119, 76 N. E. 2d 820 (1948). 

Any dealing by the trustee with the subject matter of the 
trust will be scrutinized closely, but a transaction that is open, fair 
and above board, made with the consent of the beneficiaries after 
full disclosure to them, may possibly gain the court’s sanction. 
Kuhn v. Zepp, 355 Mo. 295, 196 S. W. 2d 249 (1946). 

The trust instrument may authorize the trustee as an individual 
to purchase trust assets, Robertson v. Hert’s Adm’rs., 312 Ky. 405, 
227 S. W. 2d 899 (1950), and such authorization does not violate 
public policy. Morris v. The Broadview, Inc., 328 Ill. App. 267, 65 
N. E. 2d 605 (1946). 

There are instances of unabashed disloyalty; the remedy is 
severe. Sauvage v. Gallaway, 329 Ill. App. 38, 66 N. E. 2d 740 (1946) 
(operating a competitive business); McCleary v. Lewis, 397 Ill. 76, 
72 N. E. 2d. 862 (1947) (concealing the purchase of trust property). 
But usually the trustee falls victim of a prohibition which is design- 
ed to remove all temptation toward self-dealing. Wootten v. Woot- 
ten, 151 F. 2d 147 (C.C.A. 10th, 1945), s.c. 159 F. 2d 567 (C.C.A. 
10th 1947), (individual ownership of majority interest in corpora- 
tion, shares of which are also held by trust). 

It might be argued that courts increasingly accustomed to a 
generous attitude in their examination of investments will inevit- 
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ably tend to “erode” the “punctilio of honor” historically demanded 
of a trustee. In re Keyston’s Estate, 102 Cal. App. 2d 223, 227 P. 2d 
17 (1951) might for example, be cited as having some factual simil- 
arity to the Wootten case, but with a more lenient holding. What 
may be loosely described as technical conflicts of interests were 
also held not to be breaches of trust in Security Trust Co. v. Apple- 
ton, 303 Ky. 328, 197 S. W. 2d 70 (1946), and Warner v. King, 337 
Ill. App. 99, 85 N. E. 2d 196 (1949). But no trend can be found as 
yet. Each case stands on its own facts. 

Two cases serve to illustrate: In re Schlemm’s Estate, 11 N. J. 
Super. 286, 78 A. 2d 156 (1951), surcharged the corporate trustee for 
retention of its own stock. In re Trust under Will of Comstock, 219 
Minn. 325, 17 N. W. 2d 656 (1945), found no breach of trust by the 
corporate trustee which retained stock of corporations to which it 
had made large loans and the directorates of which were interlock- 
ing with itself. Both may be described as close cases; the decisions 
could conceivably have turned either way. Nevertheless, the facts 
are distinguishable: In the Schlemm case, the trustee held its own 
stock; in the Comstock case it held stock in which it was more re- 
motely interested. In the one case, the stock constituted the bulk of 
the estate, in the other it made up slightly more than half the trust 
assets. The Schlemm trustee retained for a longer period than did 
the Comstock fiduciary. The former acted in its own complete dis- 
cretion; the latter obtained the informed approval of the life ten- 
ant. In brief, there is an aura of unsullied honesty about the Com- 
stock trustee’s actions which is not so clearly evidenced in the 
Schlemm case. It cannot fairly be said that the standards of one of 
these courts are lower or higher than those of the other. The test, 
as the Minnesota court said in the Comstock case, is whether or not 
the trustee’s position is such that he is “interfered with or prevent- 
ed from acting fairly, impartially, and honestly and for the best in- 
terests of the trust estate and the beneficiaries thereof.” 

(2) “... and exercise a sound discretion . . .” 

Indiscretion, of course, covers a multitude of sins. It may range 
from doing nothing, or little, to doing something carelessly or dis- 
honestly. In Sauvage v. Gallaway, 331 Ill. App. 309, 73 N. E. 2d 133 
(1947) , the court found that a proposed sale of the trust’s most pro- 
ductive asset was in fact an attempt to cripple the trust for the 
benefit of a competing business owned by the trustee’s wife. The 
trustee was “indiscreet.” He was obviously “not acting in good 
faith and within the limits of sound discretion, but rather arbitrar- 
ily and unreasonably.” 

His purpose may be honest but his judgment clearly bad. So 
when he determines to exchange trust assets for valueless certifi- 
cates, (Hopkins v. Loeber, 332 Ill. App. 140, 74 N. E. 2d 39 (1947), 
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or to give away trust property (Hendrick v. Mitchell, 320 Mass. 155, 
69 N. E. 2d 466 (1946). 


By and large, however, where the trust instrument grants a 
broad discretion to the trustee in matters of judgment, the courts 
will be slow to condemn a decision which, viewed after the event, 
may seem dubious. A typical example is In re Trust under Will of 
Comstock, 219 Minn. 325, 17 N. W. 2d 656 (1945), where more than 
half the estate consisted of shares of two small corporations, and 
concerning which the testator said, “It is my suggestion to the trus- 
tee that said stock be gradually converted.” The fiduciary held the 
stock for a year as executor and for a year and a half as trustee. 
Then came October, 1929. The court found no abuse of discretion; 
“Cases of this kind must be viewed, not restrospectively, but from 
the position in which the trustee found itself in a suddenly upset 
financial world.” 


A bona fide decision not to sell trust property, even though 
coupled with a decision to take advantage of a granted authority to 
hold an individual interest in the trust, does not necessarily con- 
stitute a breach of trust. Victor v. Hillebrecht, 405 Ill. 264, 90 N. E. 
2d 751 (1950). 

“Sound discretion,” however, is far from synonymous with 
“good faith.” In Merchants Nat. Bank of Aurora v. Frazier, 329 Il. 
App. 191, 67 N. E. 2d 611 (1946), the trustee’s decision, reached, no 
doubt, in perfect good faith, to buy mortgage participations resulted 
in surcharge when, in addition to the fact that they were bought 
from itself, the mortgage was found to have no parity clause, other 
notes were found to have prior maturities, and the participations 
were therefore not first mortgages. 

Courts everywhere take pains to warn, even while sanctioning 
an exercise of discretion, that the trustee “will be held accountable 
for any bad faith or abuse of discretion.” Carter v. Kempton, 233 
N.C. 1, 62 S.E. 2d 713 (1950). See In re Moir Hotel Co., 186 F. 2d 377 
(1950) ; Ilari v. Ewing, 314 Ky. 182, 234 S. W. 2d 293 (1950); Estate 
of Canfield, 80 Cal. App. 2d 443, 181 P. 2d 732 (1947); First National 
Bank of Beaumont v. Howard, 223 S. W. 2d 694 (1949). 

The diversification cases involve a most interesting question of 
sound discretion. The two cases of New England Trust Co. v. Paine, 
317 Mass. 542, 59 N. E. 2d 263 (1945), and 320 Mass. 482, 70 N. E. 2d 
6 (1946), reiterate the established Massachusetts rule that overin- 
vestment in a single security may be a breach of trust. While the 
decision in the Paine cases rests on a broad interpretation of an 
exculpatory clause, the court takes particular pains to point out that 
“There is no hard and fast rule as to the extent of diversification re- 
quired .. . . The principles set forth in Harvard College v. Amory, 
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9 Pick. 446, 461 (1830), govern trustees in the matter of diversifica- 
tion as in other problems of investment.” 

Worth mention also in the second Paine case is the discussion 
of changing standards of the prudent investor. The investments 
complained of, railroad stock, were largely made in the first decade 
of the century. The court said, 

The present rules for diversification of trust invest- 
ments were not so well established at the turn of the cen- 
tury as they now are. The amount to be invested in any 
one venture still remains a matter of judgment and discre- 
tion, although the judgment and discretion should now be 
exercised within the more narrow limits usually employed 
by trustees. 

Similarly, in Warmack v. Crawford, 239 Mo. App. 709, 195 S. W. 
2d 919 (1946), where 83 1/3 per cent of the estate consisted of com- 
mon stock of a single corporation, and the trustee was authorized to 
retain original holdings at his discretion, there was held to be no re- 
quirement to diversify holdings unless the stock should appear to 
be “not such an investment as a prudent man would make.” 

Since diversification is desirable it is not surprising that the 
trustee should be allowed to obtain it without liability. See Kimball 
v. New England Trust Co. 14 Conn. Supp. 432 (1947), where sales 
for the purpose of diversification were made in a falling market. An 
exculpatory clause excused all liability except for “wilful default,” 
but the court pointed out that it was hard to find a loss in any event, 
since the low market made it possible to buy new securities at a 
favorable price. . 


A typical process of diversification is very likely to result in a 
decrease of annual income; the testator’s large holding of a favorite 
small corporation will often produce a markedly higher return than 
the standard prudent man portfolio. Although no case in point has 
been discovered, it is to be presumed that a court requiring diversi- 
fication would be hard pressed to give the protesting widow any- 
thing more substantial than sympathy. Compare the typical amor- 
tization case, as for example, Brookings v. Mississippi Valley Trust 
Co., 335 Mo. 513, 196 S. W. 2d 775, 167 A.L.R. 1424 (1946), and its 
sequel, Lang v. Mississippi Valley Trust Co., 359 Mo. 688, 223 S. W. 
2d 404 (1949). 

On the other hand, the Kentucky court in Security Trust Co. 
v. Appleton, 303 Ky. 328, 197 S. W. 2d 70 (1946), is not yet con- 
vinced that failure to diversify is necessarily a sin of itself. The 
trustee there retained about two-thirds of the trust estate in a single 
holding of a well regarded bank stock. The bank’s failure was en- 
tirely unexpected. Said the court: the duty to diversify, “if one, is 
merely an application of the general rule as to the care required of 
a trustee in making investments, and whether it exists depends 
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largely on circumstances. . . . We are not, under the circumstances 
here, inclined to hold liability on the ground of failure to diversify, 
even to the extent of concluding that the failure is to be considered 
in connection with the more serious charges, or as in anywise con- 
tributing to the loss.” 

There are other jurisdictions, notably Pennsylvania and New 
York, where the existence and extent of the duty to diversify is far 
from clear. 

(3) “He is to observe how men of prudence, discretion and in- 
telligence ... .” 

How shall we recognize the prudent, discreet and intelligent 
man? Obviously he is to be described largely in terms of his ac- 
tions. Equally obviously those actions must be judged in the light 
of the action of other men of prudence, discretion and intelligence. 
Is it possible, however, in general terms, to portray such a man in 
a manner sufficiently understandable and accurate so that he will 
stand as the accepted model of trustee behavior? I doubt it. The 
law is not in clear agreement as to approach let alone as to result. 

To many courts, for example, a good deal will depend upon the 
amount of experience and ability in financial and fiduciary affairs 
the trustee chances to possess. In New Jersey it was recently stated 
flatly that “a stricter standard of care and skill is applicable to cor- 
porate and other professional trustees than that which is applicable 
to individual non-professional trustees.” In re Schlemm’s Estate, 11 
N. J. Super. 286, 78 A. 2d 156 (1951). Logically, this dual-standard 
approach infers that the non-professional trustee may be pardoned 
for a certain amount of imprudence, indiscretion and lack of intel- 
ligence, an inference which can hardly be expected to appeal to 
the court. 

Elsewhere the distinction between amateur and professional 
trustees is not so sharply drawn. Compare Security Trust Co. v. 
Appleton, 303 Ky. 328, 197 S. W. 2d 70 (1946), where on the facts 
it was held immaterial that the corporate trustee had loudly blown 
its own horn as having special skill in fiduciary matters. The im- 
plication of the Appleton case is that there is not so much a varia- 
tion in objective standards as there is an obligation to make use of 
whatever knowledge or skill may reasonably be available to the 
trustee. 

Certainly it is clear that the courts will look searchingly at the 
corporate trustee to determine “whether it had the proper internal 
organization, and whether that organization functioned properly.” 
Kimball v. New England Trust Co., 14 Conn. Supp. 432 (1947). 
And of course the courts will be particularly alert for improper 
delegation of discretion to individual officers of the trustees. See 
New England Trust Co. v. Paine, 317 Mass. 542, 59 N. E. 2d 263 
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(1945), and In re Trust under Will of Comstock, 219 Minn. 325, 17 
N. W. 2d 656 (1945). On the other hand, the individual trustee of 
Ridgely v. Pfingstag, 188 Md. 209, 50 A. 2d 578 (1947), may argu- 
ably have been allowed a somewhat lower standard when it was 
said approvingly that he handled the trust funds “in the same way 
he handled much larger amounts of his own money.” 

The difference, however it may be phrased, is sufficiently real 
if met in practice. It could easily affect the decision of the court. 

Some courts, in further illustration of the disagreement in 
definition of the objective Prudent Man, will deal with a prudent 
trustee rather than with a prudent individual. See In re Cook’s 
Will, 136 N.J. Eq. 123, 40 A. 2d 805 (1945): “I am therefore convinc- 
ed that the nature of his undertaking to act for others is a practic- 
able factor of significance in determining the responsiiblity of a fidu- 
ciary.” See also Scorr, Trusts § 227. There is no warrant for that 
distinction under the language of Harvard College v. Amory, and 
there is no logical reason for it if all the words of the Prudent Man 
Rule are given full effect, but there is nevertheless a constant temp- 
tation, backed by British precedent, to fall into that error. 

So far as I know all courts are agreed (although the cases 
are few in number) that evidence of the conduct of other trustees 
in the vicinity is admissible when the actions of the subject trustee 
are being called into question. 25 B.U.L.Rev. 307,328. Scorr, Trusts 
§ 227. I can state, but by hearsay only, that trial courts outside of 
Massachusetts have admitted evidence of the investment habits of 
the community outside of strict fiduciary circles. This would include 
investment “ratings,” the holdings of endowment funds, investment 
companies and the like. The evolution of evidentiary customs of 
American courts in this respect needs research. 


(4) “. .. manage their own affairs .. .” 


The emphasis here is upon avoidance of undue delegation as 
well as upon doing “something” rather than “nothing.” It is a dan- 
gerous business for the untutored layman to leave everything to 
an “active” trustee. Compare McMahon v. Krapf, 323 Mass. 118, 80 
N.E. 2d 314 (1948). There seems to be a genuine appreciation of 
the need for professional and expert assistance in the art of invest- 
ment but the trustee himself must be alert and not leave everything 
to someone else. 

Thus the practicing physician of In re Sellers’ Estate, 67 A. 2d 
860 (Del. Ch. 1949), who finds himself trustee of a sizeable estate 
consisting mainly of securities, has no excuse when he discovers 
that he inadvertently failed to finish the dreary task of preparing 
stock transfer papers, with a resultant loss when the sale did not 
go through. Nor is he allowed the cost of having his accounts 
checked over; that is his own job. On the other hand the physician 
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may, under these circumstances, employ an investment counselor, 
he may have tax returns prepared, and he may be allowed the ex- 
pense of accounting and bookkeeping services. 

The Minnesota court, In re Butler’s Trusts, 223 Minn. 196, 26 
N. W. 2d 204, 172 A.L.R. 977 (1947), had occasion to discuss the 
employment of agents to perform trust duties. The case involved 
payment for services to the trust—whether the cost is to be borne 
by the estate or included in the trustee’s compensation—but the 
general question of authority to delegate duties was considered: 
“In unusual and complicated cases, there may be both justification 
and need for the employment of specialized skill in the preparation 
of certain periodic accounts or in establishing a fundamental plan 
of bookkeeping.” 

General slackness cannot be condoned. Informality of adminis- 
tration—with mingling of individual and trust assets, failure to 
keep records and accounts, and a consequent inability to provide 
the beneficiary with adequate information about the trust—will not 
be excused under the guise of constituting an exercise of discre- 
tionary power. In re McCabe’s Estate, 98 Cal. App. 2d 503, 220 P. 
2d 614 (1950). 

For other typical cases involving laxness in performance of 
the more mechanical trust duties, see McMahon v. Krapf, supra; 
Rugo v. Rugo, 325 Mass. 612, 91 N. E. 2d 826 (1950); Akin v. War- 
ner, 318 Mass. 669, 63 N. E. 2d 566 (1945); Riggs v. Loweree, 189 
Md. 437, 56 A. 2. 152 (1947). 


There is a distinction, of course, between inattention to duty 
and a deliberate determination not to take action. See the much- 
litigated New Jersey case of Liberty Title and Trust Co. v. Plews, 
142 N. J. Eq. 632, 61 A. 2d 297 (1948) (cash may be held uninvested 
for a reasonable time in expectation of pending distribution), and 
the same case at 6 N. J. Super. 196, 70 A. 2d 784 (1950) (periodic 
consideration of whether to retain or dispose of testator’s securi- 
ties). 

As might be expected, a court accustomed to prudent man 
standards will tend to be sympathetic toward intentional inaction. 
Ridgely v. Pfingstag, 188 Md. 209, 50 A. 2d 578 (1947), carries the 
sympathy rather far, particularly in the casual way with which an 
apparent mingling of trust and individual assets was disregarded. 
As to the inaction, however,—a failure to invest cash received—the 
court adopts a rather common sense attitude: “It is common knowl- 
edge, illustrated in inventories of decedents’ estates, that cash in 
bank, bearing no interest, constitutes a formerly unheard of pro- 
portion of the total net worth of many prudent individuals... . 
In the absence of evidence on the subject, no question of negligence 
is properly before us. We merely hold that failure to invest this 
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$3,550 was not, as a matter of law, negligence which caused loss to 
the heirs.” 

So also, in Delaware Trust Co. v. Bradford, 59 A. 2d 212 (Del. 
Ch. 1948), where the testator instructed that his estate should be 
“invested in good securities,” the court looked with approbation at 
the retention of unproductive land for 20 years, such retention hav- 
ing been made as a result of an independent judgment that the 
property would continue to increase in value. One cannot but 
wonder, however, what the attitude would have been if the trustee’s 
judgment had not been proved correct by the sale price. 

The trustee is charged with the affirmative duty of disposing of 
improper investments. See discussion in Dickerson v. Camden Trust 
Co.,1N. J. 459, 64 A. 2d 214 (1949), affirming 140 N. J. Eq. 34, 53 A. 
2d 225 (1947). But the courts will not be hasty to condemn the re- 
tention of an investment which, viewed in retrospect, should ob- 
viously have been sold, but which at the time was not nearly so 
obvious in its demand for action. In re Trust under Will of Com- 
stock, 219 Minn. 325, 17 N. W. 2d 656 (1945). 

(5) “. . . not in regard to speculation, but in regard to the per- 
manent disposition of their funds .. .” 

Definitions of “speculative” participations must vary with time 
and place and circumstances. The concept of permanence of invest- 
ment, as contrasted with transactions entered into for a quick turn- 
over or profit, is, however, basic. 

Conant v. Lansden, 409 Ill. 149, 98 N. E. 2d 773 (1951), is an in- 
teresting example of a generous attempt by the court to sort out the 
trustees’ prudent, permanent investments from those made in a 
frantic, speculative attempt to extricate the trust from financial 
quicksand. The trustees held a majority interest in a small mercan- 
tile company, and when the company required additional cash the 
money was provided from the trust in exchange for unsecured 
promissory demand notes. No surcharge was levied as a result of 
loss ensuing from this attempt to preserve a major trust asset. The 
trustees went too far, however, when they endorsed notes of the 
mercantile company after it was in the actual process of being dis- 
solved. Similarly, the trustees were not charged for loss on un- 
secured loans at 7 per cent interest to a leading dry goods concern 
at a time when “bank officers considered loans to it as good invest- 
ments,” but it was hardly felt to be prudent to make another such 
loan after the borrower was in default on two outstanding notes. 

Similarly, the fact situation in St. Germaine’s Adm’r. v. Tuttle, 
114 Vt. 263, 44 A. 2d 137 (1945), shows a trustee prompted consid- 
erably more by hope than by realities. He bought preferred stock 
of the Tuttle Publishing Company. “The Tuttle Company was a 
heavy borrower at the banks, no dividends had been paid on its 








518 OHIO STATE LAW JOURNAL [Vol. 12 


common stock for over two years and its business was on the de- 
cline. The Tuttle Publishing Company started out without any sur- 
plus and on the same day that it issued its stock it mortgaged all 
its property for over $16,000, and soon began to lose money.” The 
trustee’s name, incidentally, was Tuttle. 

Compare also the confused and confusing transactions entered 
into, in the midst of the 1929 crash, by the trustee of Riggs v. 
Loweree, 189 Md. 437, 56 A. 2d 152 (1947). He purchased Anaconda, 
sold it at a major loss, bought Standard Oil on margin, suffered a 
further loss. Taken in conjunction with his other activities it can 
hardly be denied that he was speculating rather than investing. 

Hutchings v. Louisville Trust Co., 303 Ky. 147, 197 S. W. 2d 83 
(1946), and Humpa v. Hedstrom, 341 Ill. App. 605, 94 N. E. 2d 614 
(1950), each concern restrictions on investment powers—by the 
then statute and by the trust instrument—but in each case the in- 
vestment would be of doubtful long-term validity if made in the 
exercise of full discretion, and even if the element of self-dealing 
were lacking. 


Slay v. Burnett Trust, 143 Tex. 621, 187 S. W. 2d 377 (1945), is 
another example of self-dealing combined with obvious speculation; 
the trustees borrowed from the trust and made spectacular personal 
profits, but the court felt that the profits had best be turned over to 
the trust. 


Investment in a trade or business is also forbidden as excess- 
ively risky, although it is, of course, proper to carry on the testator’s 
enterprise when so directed by the will. Nelligan v. Long 320 Mass. 
439, 70 N. E. 2d 175 (1946). 

(6) “. . . considering the probable income, as well as the probable 
safety of the capital to be invested.” 

To state any clause of the Prudent Man Rule is to state, basic- 
ally, the dual nature of the trustee’s task—proper attention to the 
rights of both the life tenant and the remainderman. The prudent 
man is by nature moderate and balanced, looking to the future but 
living in the present. Thus his duty of loyalty runs equally to both 
sets of beneficiaries; his obligation to make the trust productive has 
its counterpart in the requirement that he not bleed the trust for the 
sole advantage of the income beneficiary. 

Specifically, just as it is necessary that trust funds should pro- 
duce income, McInnes v. Goldwaite, 94 N. H. 331, 52 A. 2d 795, 171 
A.L.R. 1414 (1947), so too is it “settled that an unauthorized invest- 
ment in wasting assets will not be sustained,” Nelligan v. Long 320 
Mass. 439, 70 N. E. 2d 175 (1946). 

The Nelligan case makes the point, in a situation where author- 
ity is given to retain a wasting asset, a traprock business, that a de- 
preciation reserve may or may not be in order depending upon 
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whether the authority is for a permanent retention of the asset, or 
merely until a sale can be conveniently made. In the former situa- 
tion, says the court, the inference is that the power to retain is given 
for the benefit of the life tenant, especially since testamentary pro- 
visions for the wife and children “are to be liberally construed.” 
The case is interesting in that it rules against amortization in the 
jurisdiction where the evil inherent in a failure to amortize has 
long been recognized. 


The Missouri court describes as “the Massachusetts Rule” the 
practice of amortizing bonds purchased at a premium. Mercantile- 
Commerce Bank & Trust Co. v. Morse, 356 Mo. 336, 201 S. W. 2d 
915 (1947). In this case the trustee was authorized to amortize, over 
the protests of the testator’s grand-daughter who was the current 
life tenant, but the trustee was instructed that it should not, in the 
reverse situation, accumulate discounts on bonds bought below par 
and credit such discounts to income. 


Much may apparently depend on who the income beneficiary 
is. In Lang v. Mississippi Valley Trust Co., 359 Mo. 688, 223 S. W. 2d 
404 (1949), for example, the court was obviously not too sympa- 
thetic toward the plea of the income beneficiary who was already 
receiving about $30,000 per year from the trust. Actually, this may 
have been the major factor on which the decision rested; the case 
concerned unproductive property which had been retained simply 
because the successor trustee in office did not have a power of sale 
under the trust instrument, and when the property was finally sold 
by court authorization it was held that there should be no allocation 
of the proceeds to income because the trustee did not have a duty 
to sell. It may be questioned whether the prudent trustee might 
not well feel that he has at least some duty to ask for a power of 
sale when he finds the trust burdened with an unexpectedly un- 
profitable investment. 

For what is perhaps a more typical case of apportionment of 
the proceeds of sale of unproductive property see Delaware Trust 
Co. v. Bradford, 59 A. 2d 212 (Del. Ch. 1948). 

Obviously the trustee cannot defend himself, when the prin- 
cipal deteriorates, by pointing out that the income had equalled or 
exceeded the current rate of return on usual trust investments. St. 
Germaine’s Admr. v. Tuttle, 114 Vt. 263, 44 A. 2d 137 (1945). A 
rather more balanced attention to all interests would be that of the 
trustee who was limited by the testator to deposits in savings banks, 
but who nevertheless took it upon himself to ask for, and receive, 
authorization to invest somewhat more fruitfully. Citizens’ National 
Bank v. Morgan, 94 N. H. 284, 51 A. 2d 841, 170 A.L.R. 1215 (1947). 

Despite a growing appreciation of the income beneficiary’s 
needs it is nevertheless not to be supposed that cases and commen- 








520 OHIO STATE LAW JOURNAL [Vol. 12 


tators will cease declaring that the trustee must lay primary stress 
on the preservation of capital. 

In the St. Germaine’s case, supra, for example, with its invest- 
ment in stock of a family corporation which was clearly heading 
down-hill, the court automatically used the standard phraseology, 
“considering the probable income, as well as the probable safety of 
the capital.” In the very next sentence, however, the opinion ad- 
jures the trustee that he “must always bear in mind that the primary 
object of the creation of the trust is the preservation and perpetuity 
of the fund until the time for its distribution arrives; and he must 
make no investment by which this object may be at all likely to be 
defeated.” 

A more balanced approach may be expected when the court 
itself is considering an investment program. In Security Trust Co. 
v. Mahoney, 307 Ky. 661, 212 S. W. 2d 115 (1948), the testator had 
placed his farms in trust, with directions that they not be sold. 
When the real estate became unproductive, however, authorization 
was given to sell, and the life tenant then sought to have the pro- 
ceeds invested in a blue chip common stock list. She was successful 
—at least to the extent of 75 per cent of the fund; (the court felt 
that 25 per cent should be put in government bonds). While em- 
phasis formerly lay on preservation of the trust, it now “seems to 
be a well settled principle that a trustee, in administering an estate 
for present beneficiaries of income and for remaindermen, is bound 
as much to secure the usual rate of income upon sale investments 
for the present benficiary of income as to preserve the corpus for 
the benefit of the remaindermen.. . . In order then impartially to 
discharge this dual duty, it is proper to invoke the aid of the pru- 
dent man investment doctrine.” 

The so-called “deviation” cases, where permission is sought to 
broaden the investment powers contained in the trust instrument, 
often furnish an insight into the approach which a particular court 
expects of its trustees. To some degree the court in these cases is 
given the opportunity to say that it is as imprudent for a trustee 
as for anyone else to be so occupied with preservation of principal 
that he loses sight of the need for income. 

In Connecticut, Second Ecclesiastical Society v. Attorney Gen- 
eral, 133 Conn. 89, 48 A. 2d 266 (1946), and Missouri, St. Louis 
Union Trust Co. v. Ghio, 240 Mo. App. 1033, 222 S. W. 2d 556 (1949), 
liberal decisions expanded the scope of investments available to the 
trustee. In Minnesota, however, the trustee was unsuccessful when 
he sought authority, after passage of the Minnesota Prudent Man 
Statute, to expand his granted powers so as to invest in stocks. The 
court quoted the familiar line, “prime consideration is the necessity 
for the preservation of the estate,” and refused to allow deviation 
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from the will merely to produce higher income or benefits to the 
beneficiaries. In re Trust under Will of Jones, 221 Minn. 524, 22 
N. W. 2d 633 (1946). 

Charges of favoritism toward either life tenant or remainder- 
man may, of course, arise in myriad ways. It may be urged that too 
many trust expenses are being paid from income. Chicago Title and 
Trust Co. v. Shellaberger, 399 Ill. 320, 77 N. E. 2d 675 (1948). Or 
that not enough expenses are being charged to income. Merchants 
Bank & Trust Co. v. New Canaan Historical Society, 133 Conn. 
706, 54 A. 2d 696 (1947). Or that capital improvements are being 
made in bad faith in order to deprive the beneficiary of his income. 
Craven v. Craven, 407 Ill. 252, 95 N. E. 2d 489 (1950). Or that a 
discretionary power to make principal payments is being abused. 
Compare Smith v. Paquin, 325 Mass. 231, 90 N.E. 2d 1 (1950). 

ee ee ee ee ee ee 

It is apparent, in short, that the trustee operating under the 
Prudent Man Rule will find himself with many decisions to make} 
he will certainly need sympathetic and sometimes generous courts 
to protect him in those decisions. He assumes a heavy duty. Yet I 
cannot but think that he must be comforted when he compares his 
lot to that of his brother in Mississippi who succeeded to a trustee- 
ship where only the named trustee had been granted discretionary 
powers. The court, In re Hart’s Estate, 206 Miss. 498, 40 So. 2d. 263 
(1949), authorized the retention of stable common stocks, but just 
to be sure that things didn’t get completely out of hand it required 
the trustee to report the values of the stocks to the court every six 
months—so that decision might be handed down for guidance dur- 
ing the succeeding half year! 











Participating Investments — The Common Trust 
Fund Device 


Gilbert T. Stephenson* 


The term participating investments means investments in which 
several investors participate as owners in common. Applied to 
trusts, it means investments in which two or more trusts participate. 


Types oF PARTICIPATING INVESTMENTS 

There are several types of investments in which two or more 
trusts may participate as owners in common. 

1. Mortgage pool. Two or more mortgages are pooled as a single 
investment against which mortgage participations are issued to and 
owned by participating trusts. 

2. Split mortgages. A single mortgage is owned by several par- 
ticipating trusts. 

3. Regulated investment company. The Federal Revenue Code 
provides for regulated companies which are a pcol of investments 
owned by participating trusts. Equitable Fund A of Equitable Trust 
Company, Wilmington, Delaware, is a regulated investment com- 
pany rather than a common trust fund. 

4. Common trust fund. A common trust fund is a fund compos- 
ed of moneys contributed by estates, trusts, and guardianships 
under administration by the same bank or trust company and ad- 
ministered according to regulations promulgated by the Board of 
Governors of the Federal Reserve System. The term common trust 
fund is highly technical and never should be employed except in its 
technical sense. 

With reference to different types of common trust funds sev- 
eral terms are used with which the reader of this article should be 
familiar. A contract fund is one in which estates, trusts, and guard- 
ianships can participate only if the executor, trustee, or guardian is 
expressly authorized so to participate. A discretionary fund is one 
in which the trustee of the fund is authorized to exercise its own 
discretion as to investments. It might as well be called the prudent- 
man fund, for the trustee is governed by the prudent-man rule. A 
legal fund is one in which the investments must be legal under the 
law of the jurisdiction that controls the investment of the fund. An 
all-stock fund is one in which all the investments are shares of 
stock. An all-bond fund is one in which all the investments are 
bonds. 

The subtitle of this article, The Common Trust Fund Device, 
restricts discussion to common trust funds in the technical sense. It 
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does not permit discussion of mortgage pools, split mortgages, or 
regulated investment companies. 


Oricin or Common Trust Funps 

The basic idea of the common trust fund device is well over a 
century old. It dates back to the 1820’s. The first type of trust busi- 
ness carried on by corporations, of which we have any record, is 
essentially participating-investment service. People with funds to 
invest would take them to one of these corporations. The corpora- 
tion would pool the funds of its customers and invest them as a 
single fund. Each participant owned a fractional interest in the 
entire fund.! 

After corporations in the 1830’s went into the trust business as 
we understand it—executorships, administratorships, trusteeships, 
guardianships—we hear little further of participating-investment 
service until about 1928—nearly a century later. At that time three 
trust companies — Brooklyn Trust Company, Brooklyn; Farmers 
Loan and Trust Company (now City Bank Farmers Trust Com- 
pany), New York City; and Equitable Trust Company, Wilmington, 
Delaware—began to offer a somewhat different type of participat- 
ing-investment service which, however, retained the basic idea. The 
Brooklyn Trust Company established what it called its Composite 
Trust; Farmers Loan and Trust Company, its Uniform Trust; and 
Equitable Trust Company, its Funds A and B. All these were con- 
tract funds as above defined. 

This revived and modernized participating-investment service 
was just getting under way when in 1936 the courts held that the 
Composite Trust of Brooklyn Trust Company was liable for federal 
income tax as an association.? 

The practical effect of this decision was that the income of the 
participating-investment fund was subject to two federal income 
taxes—one levied against the income of the fund itself as an associa- 
tion and the other against the income of the perticipating trusts 
after it had been paid over to them. This was a clear case of double 
taxation and, more than that, it was levied against the benficiaries 
of small trusts who were, in the main, least able to bear the tax 
burden. 

The Congress, as soon as it was apprised of the situation, was 
sympathetic towards relieving the income of such funds from taxa- 
tion as an association. Accordingly, in the Federal Revenue Act of 
19363 the Congress defined the term common trust fund as a fund 





1 Smrru, James G., Trust COMPANIES IN THE UNITED STATES 238-246 (1928). 

2Brooklyn Trust Co. v. Commissioner of Internal Revenue, 80 F. (2d) 865 
(C. C. A. 2d, 1936), cert. denied, 298 U. S. 659 (1936). 

3§ 169 
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maintained by a bank (including a trust company) exclusively for 
the collective investment and reinvestment of moneys contributed 
thereto by the bank in its capacity as a trustee, executor, adminis- 
trator, or guardian and in conformity with rules and regulations 
prevailing from time to time of the Board of Governors of the Fed- 
eral Reserve System pertaining to the collective investment of trust 
funds by national banks. Having so defined a common trust fund, 
the Congress went on to say that such a fund so maintained would 
not be subject to federal income taxation as an association. 

However, Section 169 of the Revenue Act of 1936 limited the 
tax relief of common trust funds so defined in two ways. First, it 
required that the fund be used exclusively by the bank for its own 
accounts. The accounts of one bank could not purchase participa- 
tions in the common trust fund of another bank. Second, the fund 
could not be used for agencies, but only for estates, trusts and 
guardianships. 

The next step was for the Board of Governors of the Federal 
Reserve System to promulgate rules and regulations pertaining to 
the collective investment of trust funds by national banks. Accord- 
ingly, as of December 31, 1937, the Board promulgated the requisite 
rules and regulations as Section 17 of Regulation F—Trust Powers 
of National Banks. 

Regulation F, in turn, placed still another restriction upon the 
income-tax relief of common trust funds by authorizing the estab- 
lishment and maintenance of such funds in accordance with its rules 
and regulations only “whenever the laws of the state in which the 
national bank is located authorize or permit such investment by 
state banks, trust companies, or other corporations which compete 
with national banks.’ 

This provision of Section 17 of Regulation F sent banks and 
trust companies to the statutes and judicial decisions of their state 
to see if the law of the state authorized or permitted the collective 
investment of trust funds by state banks and trust companies. They 
found, as might have been expected, a dearth of law on the subject. 
Vermont was the one state that by statute had authorized the col- 
lective investment of trust funds,’ and the Proctor Trust Company 
of Proctor, Vermont, had been conducting a commingled fund, al- 
though not technically a common trust fund, since 1933. 

Steps were taken promptly to obtain the state legislation neces- 
sary to meet the requirement of Section 17 of Regulation F. First, 
the Commissioners on Uniform State Laws proposed a brief Uni- 
form Common Trust Fund Act. Although this Act has been followed 
to the letter by very few states, it has, none the less, served as the 





4 Regulation F 17(a). 
5 Vr. Stats. 1947 § 8873. 











1951] PARTICIPATING INVESTMENTS 525 


basis of a great deal of recent state legislation on common trust 
funds. 

Without classifying the states into those that have adopted the 
Uniform Act, those that have adopted it with variation, and those 
that have worked out and adopted their own original common trust 
fund acts, the following is a list of the states, districts, and terri- 
tories that have adopted statutes authorizing the establishment and 
maintenance of common trust funds by state banks and trust com- 
panies, the figures in parentheses being the date of adoption of the 
statute: Alabama (1943), Arizona (1941),”? Arkansas (1947) ,* 
California (1947),° Colorado (1947) ,!° Connecticut (1943) ,'!! Dela- 
ware (1935),!2 District of Columbia (1949), Florida (1941) ,' 
Georgia (1943) ,'5 Hawaii (1947) ,!° Idaho (1949) ,!” Illinois (1943) ,!* 
Indiana (1937),!9 Kansas (1951),?° Kentucky (1938) ,?! Louisiana 
(1938) ,?2, Maine (1951),?5 Maryland (1945),74 Massachusetts 
(1941),25 Michigan (1941),? Minnesota (1937),?”7 Mississippi 
(1950) ,28 New Jersey (1945) ,?? New York (1937) °° North Carolina 


6 Ata. Cope 1940, tit. 58, §§ 88 to 103. 

7 Artz. Cove 1939 (Supp. 1945) §§ 51-1101 to 51-1104. 

8 Ark. Strats. 1947 §§ 58-110, 58-111. 

9 Caurr. BANKING Cone § 1564; RevENUE AND TAXATION Cope §§ 18210 to 18216. 


10 Coto. Laws 1947, c. 325. 

11 Conn. Gen. Srat. 1949 § 5805. 

12 Det. Rev. Cope 1935, c. 117, § 35(e), as amended by Laws 1947, c. 258. 

13 D.C. Laws 1949, Pus. Law 416, c. 767. 

14 Fra. Srats. 1949 §§ 655.29 to 655.34. 

15 Ga. Cope 1933 (Supp. 1943) §§ 109-601 to 109-622, as amended by Laws 
1947, No. 96, p. 478. 

16 Rev. Laws. 1945 §§ 8674 to 8683, as inserted by Laws 1947, p. 361. 

17 Ipano Cope 1947 §§ 68-701 to 68-703. 

18 Itt. Rev. Stat. (State Bar ed. 1949) c. 16% §§ 57 to 63, as amended by 
Laws 1949, p. 340. 

19Inp. Stat. (Burns 1933, Supp. 1947) §§ 18-1204 and 31-501. 

20 Kan. Laws 1951, §§ 1 and 2, approved March 29, 1951. 

21 Ky. Rev. Srat. 1946 § 287, 230. 

22 La. Gen. Strat. (Dart 1939) § 9850.64. 

23 Me. Laws 1951, c. 358. 

24Mp. Ann. Cope 1939, art. 11, § 62A, art. 81, §§ 3(6), a5144, as amended 
by Laws 1945, cc. 251, 252. 

25 Mass G. L. (Ter. ed. 1932) c. 203a, §§ 1 to 11, as amended by Laws 1945, 
c. 67, and Laws 1949, c. 755. 

26 Micu. Stats. ANN. §§ 23.1141 to 23.1155. 

27 Minn. Stat. 1945 § 48.84, as amended by Laws 1947, c. 234. 

28 Miss. Laws 1950, H. B. 461, effective June 30, 1950. 

29N.J. Rev. Stat. 17:9A-230 to 17:9A-246. 

30N.Y. Banxine Law § 100-c, as amended by Laws 1950, c. 464. 
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(1939) ,3! Ohio (1943) 3? Oklahoma (1949) ,33 Oregon (1951) ,** Penn- 
sylvania (1939),°5 South Dakota (1941),°° Texas (1947) ,37 Utah 
(1951) 38 Vermont, (1933),39 Virginia (1944),“° Washington 
(1943) 41 West Virginia (1943) ,4? and Wisconsin (1943) ,* 

For their authority to establish and maintain common trust 
funds the banks and trust companies of Missouri have relied upon a 
decision of the Supreme Court of that state.“ 

This makes 39 states (including the District of Columbia and 
Hawaii) which by statute or judicial decision have authorized the 
establishment and maintenance of common trust funds, leaving 
only: Iowa, Montana, Nebraska, Nevada, New Hampshire, New 
Mexico, North Dakota, Rhode Island, South Carolina, Tennessee, 
and Wyoming without such authorization. It is interesting to note 
in passing that in 1950 the Province of Ontario, Canada, adopted a 
common trust fund enabling act. 

The foregoing account of the origin of the common trust fund 
points up the importance of using the term common trust fund in 
its technical sense only, meaning (1) a fund composed of funds con- 
tributed by estates, trusts and guardianships, (2) established, main- 
tained and operated by a bank or trust company for the exclusive 
use of its own estates, trusts and guardianships, (3) under author- 
ity or permission of the law of the state in which the bank or trust 
company is located, (4) according to rules and regulations promul- 
gated by the Board of Governors of the Federal Reserve System. 
Each of these four conditions must be satisfied, not for the legality 
of the fund, but for the relief of the income of the fund from double 
taxation. 


Lecatiry or Common Trust Funps 
For the legality of the collective investment of trust funds, one 





31. N.Car. Gen. Sra. 1943 §§ 36-47 to 36-52. 

32 On10 Gen. Cope §§ 710-164, 715-722. 

33 Oxia. Stats. ANN.} tit. 60, § 162. 

34 Ore. Laws 1951, c. 79. 

35 Penna. Stat. ANN. (Purdon) tit. 7, §§ 819-1109 to 819-1109d, as amended 
by Laws 1947, No. 427, tit. 15, § 2851-318, as inserted by Laws 1947, No. 90, 
tit. 20, § 821.13. 

36$.D. Laws 1941, c. 20. 

37 Tex. Stats. (Vernon) art. 7425b-48, as amended by Laws 1947, c. 209. 

38 Ura Laws 1951 §§ 7-4a-16, 7-4a-17. 

39 Vr. Stats. 1947 § 8873; called associated trust investment account. 

40 Va. Cope 1950 §§ 6-569 to 6-576. 

41 Wasu. Rev. Stat. (Remington 1932, Supp. 1943) §§ 3388 to 3388-4. 

42 W. Va. Cope 1949 §§ 4219(1) to 4219(3), as inserted by Laws 1945, c. 4. 

43 Wis. Strat. 1949 § 223-05(5). 

44 St. Louis Union Trust Company v. Toberman, 235 Mo. App. 559, 140 S.W. 
2d 68 (1940). 
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must look to the common law, the statutes, and the provisions of 
trust instruments. 
At Common Law 

At common law, in the absence of an enabling statute or pro- 
vision in the trust instrument, the collective investment of trust 
funds would be of doubtful legality in that it would violate one of 
the fundamental principles of trust law—namely, that the property 
of each trust must be kept separate from that of other trusts and 
separately also from that of the trustee himself.*5 

The state legislature has the power to authorize the collective 
investment of trust funds and to prescribe the terms and conditions 
upon which they may be invested collectively. In fact, all of the 
enabling legislation that has been adopted in recent years in rela- 
tion to common trust funds has been predicated upon the assump- 
tion that the state legislature does have such power. 

By Trust Instrument 

Nor is there any more doubt that a settlor may, by the terms of 
his trust instrument, authorize or even direct his trustee to invest 
in participating investments. But he cannot, effectively, direct his 
trustee to invest in common trust fund participations because the 
fund must be under the exclusive control of the bank or trust com- 
pany and it must, therefore, have full power to exclude any of its 
trusts from participation in its fund. 

The legality of a common trust fund, authorized or permitted 
by state law and operated under regulations promulgated by the 
Board of Governors of the Federal Reserve System, seems not to 
be open to question now, if it ever was. 


REGULATION oF Common Trust Funps 

As has been stated already, if a trust of participating invest- 
ments is to be relieved of taxation as an association, it must be op- 
erated under rules and regulations promulgated by the Board of 
Governors of the Federal Reserve System as contained now in Sec- 
tion 17 of Regulation F. 

In General 

Section 17 provides for three types of common trust funds and 
prescribes different regulations for each type. However, there are 
certain regulations that apply to all three types. 

Each bank’s common trust fund of whatever type must be for 
the exclusive use of its own estates, trusts, and guardianships. 

The certificate or other evidence of participation in a common 
trust fund must be non-negotiable and non-assignable. Partici- 
pations in a common trust fund never get into the hands of the in- 
vesting public, not even into the hands of the beneficiaries of the 


45 Scorr, Trusts § 227.9 (1939) and 1951 supplement. 
By Statute 
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trust. The first common trust funds issued to participating ac- 
counts, certificates that looked very much like certificates of stock 
or bonds. The present practice is not to issue certificates but to 
rely upon book entries as evidence of the participation of the par- 
ticular account in the fund. 

A bank must not invest its own funds in its common trust fund, 
nor can it have any interest (except as temporary security) other 
than as fiduciary in the property of its common trust fund. 

For Investment of Small Amounts 

A bank may establish a common trust fund for the investment 
of small amounts—not over $1,200 of the funds of any one estate, 
trust or guardianship. This fund must observe all the general regu- 
lations mentioned above. In addition, participation in the fund must 
be approved by its trust investment committee. This type of fund 
is not subject to the regulations of the general investment fund next 
to be discussed. 

For General Investment 

This is the usual type of common trust fund the regulation of 
which is the most detailed. 

It must be operated under a written plan approved by the 
board of directors and the legal counsel of the bank. A copy of the 
plan must be open to inspection at all reasonable hours by any per- 
son who is financially interested in the estate, trust or guardianship 
that is participating in the fund. 

The funds of no estate, trust or guardianship shall participate 
in the fund except upon the approval of the trust investment com- 
mittee of the bank. The committee must not approve the purchase 
of a participation in the fund if it contains any investment that it 
would be unlawful for that account to invest in at the time. A single 
unlawful investment in the fund freezes it against any further par- 
ticipation unless or until the unlawful investment has been re- 
moved. 

Before any account can be admitted to the fund for the first 
time, notice of intention to admit it must be sent to each person to 
whom an accounting ordinarily would be made, unless the trust 
instrument itself authorizes investment in common trust funds. 

The fund must be audited at least once during each twelve 
months by auditors answerable only to the board of directors of the 
bank. The report of the audit shall contain a list of the investments 
in the fund, the value placed on each investment by the trust in- 
vestment committee at the time of the audit, the purchases, sales, 
and other investment changes, and a statement of the investments 
in default as to either income or principal. A copy of the report must 
either be mailed to each person entitled to an accounting or he must 
be notified that the report is available to him for inspection at the 
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office of the bank. But the bank must not publish nor authorize the 
publication of the report or the information contained therein. Each 
copy of the report sent out must carry a statement to the effect that 
the publication of such copy or of the information contained therein 
is unauthorized. 

The investments in the fund must be evaluated not less than 
once each three months. No participation in the fund can be admit- 
ted or withdrawn except upon the basis of such evaluation. 

No estate, trust or guardianship shall own more than 10 per 
cent of the fund. Not over $100,000 of any one account can be in- 
vested in the fund. Originally this was $25,000; later, $50,000; and 
increased to $100,000 in February 1951. The fund shall not pur- 
chase nor own more than 10 per cent of the stocks, bonds, or other 
obligations of any one person, firm or corporation, except govern- 
ment bonds. The fund shall not purchase nor own more than 5 per 
cent of the outstanding shares of any one class of stock of any cor- 
poration. The fund must contain at all times at least 40 per cent of 
cash or readily marketable securities. Distributions can, at the 
option of the trustee, be made in cash or kind, except that there can 
be no distribution in cash so long as the fund contains an unlawful 
investment. 

Unlawful investments withdrawn from the fund are set aside 
in a separate fund to be administered and liquidated for the pro rata 
benefit of the participants in the fund while it held the unlawful 
investment. 

The fund must be under the exclusive management of the bank. 
This means that co-trusteeships, for example, cannot participate in 
the fund unless the co-trustees, other than the bank, relinquish their 
right to manage or have any part in the management of that por; 
tion of the trust that is invested in the common trust fund. 

The bank cannot charge any fee for the management of the 
fund. This means that it must look to the estates, trusts, and guard- 
ianships participating in the fund for its usual compensation. 

The bank must not permit an account to participate in the fund 
if it has reason to believe that it was not created for bona fide fidu- 
ciary purposes. This would discourage, if not prevent, a person from 
creating or a bank from accepting a trust if the only purpose was 
to obtain participation in the fund. 

A bank must not advertise or publicize the earnings of the find 
or the value of the assets in the fund. The purpose of this is to pre- 
vent competition among banks over the showing of their common 
trust funds. 

No mistake by the bank as trustee of the fund made in good 
faith and in the exercise of due care shall be regarded as a violation 
of the regulations if the mistake is corrected as soon as possible 
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after its discovery. This was an especially salutary provision while 
common trust funds generally were in the experimental stages, and 
still is salutary for banks establishing these funds. 

Mortgage Investment Fund 

There is a provision in the regulations for a common trust fund 
composed prinicipally of mortgages. This type of fund is not en- 
titled to income tax relief unless such investments are specifically 
atuhorized by the statutes of the state in which the fund is adminis- 
tered. According to this, neither a judicial decision nor a general 
enabling act would suffice. 

Many of the regulations relating to this type of fund are similar 
to those relating to the fund for general investment. The following 
are regulations that apply distinctively to mortgage investment 
funds. 

All real property securing mortgages in the fund and all real 
property in the fund must be appraised once every three years by 
two appraisers at least one of whom shall not have participated in 
the last preceding appraisal. The appraisers must be appointed by 
the bank’s board of directors, must be familiar with real property 
values, and must inspect the property and make a certificate to that 
effect in the report of appraisal. 


No account shall purchase a participation in this fund which 
would result in its owning over $1,200 or 2 per cent of the fund, 
whichever would be greater, but in no event over $10,000. 

The fund must not acquire or hold over 10 per cent of the obli- 
gations issued or guaranteed by any person, firm, or corporation, 
except obligations of the United States government. 

If the fund does not exceed $200,000, no mortgage over $10,000 
can be taken into the fund. If it exceeds $200,000, 5 per cent of the 
fund or $50,000, whichever is greater, can be invested in a single 
mortgage. 

Not less than 5 per cent of the principal (not income) of the 
fund must be kept in’cash. 

If more than 10 per cent of the investments in the fund are dis- 
qualified as investments under a later section of the regulation, no 
new participations can be admitted to the fund. 

The bank must retain a reserve account of not less than 10 per 
cent of the fund, but not more than 10 per cent of the income of any 
year nor more than 1 per cent of the average value of the fund shall 
be used for building up or maintaining the reserve. 

The following types of mortgages qualify as investments for the 
fund: (1) mortgages insured by the Federal Housing Administra- 
tion, (2) mortgages that national banks may purchase, (3) mort- 
gages amortized on a 20-year basis at 5 per cent a year; provided, in 
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all cases, that the mortgage qualifies as a legal investment for trust 
funds under the laws of the state in which the bank is located. 

If qualified mortgages are not obtainable, the trust investment 
committee of the bank can invest temporarily in government bonds 
and in bonds of the state in which the bank is located, disposing of 
such bonds and investing in mortgages as soon as they become 
available. 

Although for several years this type of common trust fund has 
been covered by regulations and, therefore, permissible, up to the 
present time practically no use of the fund has been made. Banks 
generally seem to think that the fund for general invstment, in 
which they can carry as high as 60 per cent of the fund in mort- 
gages, will serve their purpose. The percentage, 60 per cent, is al- 
lowed under the regulation that not less than 40 per cent of the fund 
must be held in cash or invested in readily marketable securities, 
and mortgages would not be classified as readily marketable securi- 
ties. 

Common Trust Funps In OPERATION 

Twenty-three states and the District of Columbia had common 
trust funds in operation on October 1, 1951.46 They are common 
trust funds in the technical sense. They do not include other com- 


46 Alabama — First National Bank of Birmingham, D, 1947; First National 
Bank of Montgomery, D, 1946. 

California — Title Insurance and Trust Company, Los Angeles, D, 1951; 
First National Trust and Savings Bank, San Diego, D, 1942; Bank of America 
N. T. & S. A., D, 1947. 

Colorado — United States National Bank of Denver, D, 1949. 

Connecticut — Bridgeport-City Trust Company, Bridgeport, D, 1947; First 
National Bank & Trust Company, Bridgeport, Fund A, D, 1943, Fund B, D, 
1945; Hartford-Connecticut Trust Company, Hartford, D, 1948; Phoenix State 
Bank & Trust Company, Hartford, D, 1946; First National Bank & Trust Com- 
pany, New Haven, D, 1947; Union & New Haven Trust Company, New Haven, 
D, 1950; Colonial Trust Company, Waterbury, D, 1948. 

Delaware — Equitable Trust Company, Wilmington, Fund B, L, 1930, Fund 
C, L, 1934; Security Trust Company, Wilmington, D, 1943; Wilmington Trust 
Company, Wilmington, D, 1941. 

District of Columbia — American Security & Trust Company, Washington, 
D, 1950; Washington Loan & Trust Company, Washington, L, 1950. 

Georgia — Citizens & Southern National Bank, Atlanta, D, 1949; Trust Com- 
pany of Georgia, Atlanta, D, 1944. 

Illinois — City National Bank & Trust Company, Chicago, D, 1947; Conti- 
nental Illinois National Bank & Trust Company of Chicago, D, 1949. 

Indiana — Old National Bank, Evansville, D, 1950; Fletcher Trust Company, 
Indianapolis, D, 1949. 

Kentucky — Kentucky Trust Company, Louisville, D, 1959. 

Maryland — Equitable Trust Company, Baltimore, D, 1945; Fidelity Trust 
Company, Baltimore, D, 1951; Safe Deposit and Trust Company, Baltimore, D, 
1945; Union Trust Company of Maryland, Baltimore, D, 1950. 

Massachusetts — Boston Safe Deposit & Trust Company, D, 1945; Day Trust 
Company, Boston, D, 1950; First National Bank of Boston, D, 1947; National 
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mingled funds — such as Equitable Trusts Company’s Fund A— 
which do not qualify under Regulation F, Section 17, as common 


Shawmut Bank of Boston, D, 1948; New England Trust Company, Boston, D, 
1948; Old Colony Trust Company, Boston, D, 1945; State Street Trust Company, 
Boston, D, 1947; Hadley Falls Trust Company, Holyoke, D, 1950; Union Trust 
Company of Springfield, D, 1951; Worcester County Trust Company, Worcester, 
D, 1948. 

Minnesota — First First Company of St. Paul, L, 1937; Northwestern Na- 
tional Bank of Minneapolis, D, 1945. 

Missouri — City National Bank & Trust Company, Kansas City, D, 1951; 
Commerce Trust Company, Kansas City, D, 1950; Mississippi Valley Trust Com- 
pany, (recently merged with Mercantile Commerce Trust Company into Mer- 
cantile Trust Company) St. Louis, D, 1942; St. Louis Union Trust Company, 
St. Louis, Fund A, D, 1941, Fund B, D, 1942; Security National Savings & Trust 
Company, St. Louis, D, 1940. 

New Jersey —First Camden National Bank & Trust Company, Camden, 
D, 1948, L, 1948; Burlington County Trust Company, Moorestown, L, 1945; 
Princeton Bank & Trust Company, Princeton, D, 1949; Trenton Banking Com- 
pany, Trenton, L, 1945. 

New York — Marine Trust Company, Buffalo, D, 1950, L, 1950; Bank of 
New York & Fifth Avenue Bank, D, 1945, L, 1949; Bankers Trust Company, 
D, 1949, L, 1950; Chase National Bank, D, 1949, L, 1950; City Bank Farmers 
Trust Company, D, 1949, L, 1950; Guaranty Trust Company, D, 1949, L, 1950; 
The Hanover Bank, D, 1946, L, 1950; Manufacturers Trust Company, D, 1949, 
L, 1950; Marine Midland Trust Company, D, 1944; New York Trust Company, 
D, 1950, all of New York City; Lincoln Rochester Trust Company, Rochester, 
D, 1950, L, 1950; Security Trust Company, Rochester, D, 1945, L, 1950; County 
Trust Company, White Plains, L, 1951. 

North Carolina — The Fidelity Bank, Durham, D, 1951; Wachovia Bank & 
Trust Company, Winston-Salem, D, 1941. 

Ohio — Central Trust Company, Cincinnati, D, 1944; Cleveland Trust Com- 
pany, Cleveland, D, 1945; Ohio Citizens Trust Company, Toledo, D, 1951. 

Oregon — First National Bank of Portland, D, 1951. 

Pennsylvania—Fidelity-Philadelphia Trust Company, Philadelphia, D, 1940, 
L, 1940; Girard Trust Corn Exchange Bank, Philadelphia, D, 1939, D, 1950, L, 
1939; Land Title Bank & Trust Company, Philadelphia, D, 1942, L, 1947; Penn- 
sylvania Company for Banking and Trusts, Philadelphia, D, 1940, L, 1944; Provi- 
dent Trust Company, Philadelphia, D, 1940, L, 1945; Real Estate Trust Com- 
pany, Philadelphia, D, 1947; Tradesmens National Bank and Trust Company, 
Philadelphia, D, 1945, L, 1948; Fidelity Trust Company, Pittsburgh, D, 1947, L, 
1947; Mellon National Bank & Trust Company, Pittsburgh, L, 1944; Peoples First 
National Bank & Trust Company, Pittsburgh, D, 1940; Scranton-Lackawanna 
Trust Company, Scranton, D, 1941, L, 1946; Miners National Bank, Wilkes- 
Barre, D, 1947, L, 1947. 

Texas — Mercantile National Bank, Dallas, D, 1949; Forth Worth National 
Bank, Forth Worth, D, 1948; Frost National Bank, San Antonio, D, 1951. 

Virginia — Lynchburg Trust & Savings Bank, Lynchburg, D, 1950; National 
Bank of Commerce, Norfolk, D, 1947; First & Merchants National Bank, Rich- 
mond, D, 1949; First National Exchange Bank, Roanoke, D, 1949. 

Washington — National Bank of Commerce, Seattle, D, 1947. 

Wisconsin — Marine National Exchange Bank, Milwaukee, D, 1944. 

In a prudent-man-rule state, such as Massachusetts, Delaware, and North 
Carolina, the distinction between discretionary and legal funds is pointless in 
that the two terms mean substantially the same. 
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trust funds. The letter D indicates that a given fund is discretionary; 
L, that it is legal with in the meaning of the terims discretionary and 
legal given earlier in the article. 


NeEEps For Common Trust Funps 

The needs for common trust funds must be considered from two 
points of view — one, that of the trustee; the other, that of the bene- 
ficiary. Yet, it is only fair to say, what is best in the long run for 
one will be best also for the other. 

For Trustee 

Banks and trust companies acting as trustees and as guardians, 
too, need common trust funds (1) to reduce their operating ex- 
penses and (2) to enable them to render better service to more 
people. 

1. Reduction of expenses. The administration of a common trust 
fund enables the bank to reduce operating expenses by administer- 
ing one large trust instead of numerous small ones. The expenses of 
bookkeeping, accounting, investing, and other operative activities 
naturally are reduced by centering activity upon a single account. 

This reduction of expenses to the bank as trustee of the fund 
is, in due time, reflected in reduction of costs of the service to bene- 
ficiaries. Some banks with common trust funds charge less for ad- 
ministering trusts invested in common trust fund participation, 
than for those invested separately. 

2. Improvement in service. 

a. Diversification. To the question, “In how small a fund can one 
obtain first rate diversification?” the answers of investment spe- 
cialists would vary a great deal. One would say, perhaps, $25,000; 
another, $50,000; and still another, $100,000. But it is doubtful that 
any investment specialist would go as low as $5,000 or even $10,000. 
Yet it is a significant fact that of nearly one-half of the trusts under 
administration by banks and trust companies in this country each 
yields an annual income of less than $750. This means that the prin- 
cipal of one-half of the trusts in these banks and trust companies is 
not over about $25,000. It is well known that many trusts and guard- 
ianships—especially the latter—are less than $10,000 or even $5,000, 
some only $1,000. 

A trustee or guardian simply cannot obtain adequate diversi- 
fication in a $10,000 much less a $5,000 fund. In these small accounts 
invested separately it can only invest in one or two mortgages or 
in a small number of shares or bonds. The default of any of these 
investments would place a large percentage of the whole trust or 
guardianship in jeopardy, whereas the same $10,000 or $5,000 in- 
vested in common trust fund participations would give the small 
account identically the same diversification as the very large ac- 
count would enjoy. Sound diversification not only helps to stabilize 
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principal but also to equalize income. If a small trust is invested in 
one or two mortgages or in a few shares or bonds, the default in one 
investment would make a major inroad upon the income and might 
wipe out a large percentage of the principal. If the same investment 
in a common trust fund defaulted, the income or the principal of 
the small participating trust scarcely would feel it. 

b. Purchase and sale of investments. When the trustee of a com- 
mon trust fund enters the market to purchase or sell investments, 
it has all the advantages of large-volume business. It obtains all the 
economies of wholesale purchases and sales. Every advantage it ob- 
tains in this way is reflected in improvement of service to bene- 
ficaries. 

c. Acceptance of small accounts. The expense to trustees of ad- 
ministering very small trusts was almost prohibitive until common 
trust funds came into use. Not a few banks and trust companies felt 
that, in justice to their stockholders, they had to limit the size of 
the trust they would accept, except under extraordinary circum- 
stances. Where such limits were imposed, the very group of bene- 
ficiaries that most needed the service of an experienced trustee 
was the one deprived of it. 

But with the coming of the common trust fund, banks were 
able to accept and to administer small trusts at a profit to them- 
selves with a reasonable charge for the service. From the point of 
view of the trustee, this has meant the opening of a new field of trust 
business. At the present time banks with common trust funds are 
advertising for and soliciting small trusts, knowing that with their 
common trust fund they can administer them profitably to them- 
selves and economically for the beneficiaries. 

For Beneficiaries 

The final test of the need for the common trust fund is its use- 
fulness to beneficiaries. If it meant only reduction of expense and 
more business for banks and trust companies, its usefulness would 
be restricted and the device itself might be temporary. But if the 
common trust fund serves the needs of beneficiaries, its continued 
existence is assured. 

1. Equalization of income. One of the benefits of the common 
trust fund to beneficiaries of small accounts is its aid in equalizing 
income. This point has been made already in discussing the useful- 
ness of the fund to the trustee in administering trusts and need not 
be elaborated here. 

2. Stabilizing principal. No one would claim that a common 
trust fund completely stabilizes principal. In a period of depression 
the individual investments in the fund and the fund as a whole 
would show depreciation in value. By the same token, in a period 
of inflation, the individual investments and the entire fund would 
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show appreciation. But, even so, the depreciation in the one case 
and the appreciation in the other would be less than that in small 
accounts independently invested. 

3. Periodic payments out of principal. The annuity type of trust, 
as it is coming to be known, seems to be growing in popularity with 
settlors and beneficiaries, as well as trustees. In this type of trust 
the trustee is directed to pay to or for the beneficiary a stated num- 
ber of dollars each month or quarter or other period named. It 
makes no difference whether the payment comes out of income or 
out of principal or partly out of each. For example, the trustee is 
directed to pay to the beneficiary $200 a month. The average income 
of the trust is only $100 a month. The other $100 must come out of 
principal. How is the trustee to make sure that it will have the $100 
of principal, as well as the $100 of income, on hand each month? In 
a trust independently invested, there would be nothing for the 
trustee to do but keep uninvested the cash necessary to make the 
monthly payment out of principal. This uninvested cash is, of 
course, unproductive. 

In the same trust, participating in a common trust fund, the 
trustee would estimate the amount of principal it would need for 
the payments until the next break-up date of the fund, which at 
most could not be more than two months, and invest the balance. 
It already could have invested cash on hand for the first monthly 
payment. If the fund was opened for additions and withdrawals 
each month, the trustee need not keep a dollar of the trust unin- 
vested. Thus the common trust fund is ideally adapted to the re- 
quirements of the annuity type of trust. 

4. Investment of small amounts. One of the real problems of 
every trustee is to keep all of the principal funds of a trust invested 
and, therefore, productive at all times. Mortgages and bonds will 
be paid off. Stocks and bonds will be sold. Cash for investment 
comes in from other sources. As every experienced trustee well 
knows, it is a practical impossibility to keep principal trust funds 
invested up to the dollar at all times. 

The common trust fund comes nearer solving this problem than 
any device that has been discovered. The fund is opened for addi- 
tions and withdrawals at least once a quarter and in most cases 
once a month. The unit value of these funds ranges from $1 to $100, 
$10 probably being the favorite unit value at the present time. No 
case is known of a unit value of over $100. Although the original 
unit value of $1 or $10 or $100 goes up or down somewhat as the 
fund appreciates or depreciates in value, the current unit value 
changes from quarter to quarter or from month to month within a 
comparatively small range only. Suppose the original $10 unit value 
rose to $12 or dropped to $8. This would mean that the trustee could 
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invest every dollar of principal up to the last $12 or $8, as the case 
might be, at the next monthly or quarterly break-up date. Under 
no other device known to trust administration can cash principal of 
trusts be kept invested so closely or so promptly. 


SUPERVISION oF Common Trust Funps 

Common trust funds are subject to three kinds of supervision 
— institutional, governmental, and beneficiary. 

Institutional Supervision 

As was brought out in the section on the regulation of common 
trust funds, every common trust fund must be audited each twelve 
months by auditors answerable to the board of directors of the 
bank. This is a special requirement under Regulation F, Section 17, 
and is in addition to the regular audits of the trust department of 
the bank or trust company. The regulation also sets forth the in- 
formation that the report of the audit must contain. A copy of the 
report must be sent or made available to each person entitled to an 
accounting in a participating trust. 

Furthermore, the regulations impose definite and special duties 
upon the trust investment committee of the bank or trust company 
as regards the administration of a common trust fund—such as 
prior approval of participation, evaluation of assets, determination 
of sufficient percentage of readily marketable securities. Whereas 
in the administration of other trusts, the bank is left free to decide 
which of its duties shall be performed by its employees, its officers, 
its trust committees, and its board of directors, in the administra- 
tion of its common trust fund it is directed that certain of its duties 
shall be performed by its trust investment committee of competent 
and experienced officers or directors or both. 

Governmental Supervision 

The Board of Governors of the Federal Reserve System has 
promulgated Section 17 of Regulation F for the regulation of com- 
mon trust funds. If Section 17 is not lived up to in every material 
respect, in addition to other disciplinary measures that may be im- 
posed, the tax relief may be withdrawn making the fund subject to 
federal income taxation as an association. This forfeiture of tax 
relief not only would make the continued operation of the fund a 
practical impossibility but also it might subject the trustee to sur- 
charge by all the participating trusts for breach of trust in the for- 
feiture of tax relief. 

When the examiners, federal or state, go into the trust depart- 
ment of a bank or trust company that has a common trust fund, 
they are under a duty to measure the administration of the fund 
by the requirements of Section 17. Should they find that these re- 
quirements are being disregarded, they try to bring the administra- 
tion of the fund into line with the regulations. If the bank or trust 
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company is unwilling to come into line, then the appropriate gov- 
ernmental agency invokes its disciplinary power either to make the 
bank come into line or else close its common trust fund. 

It is not at all fanciful to say that common trust funds are under 
double governmental supervision — the ordinary supervision that 
applies to all trust accounts and the special supervision that applies 
to common trust funds alone. 

Beneficiary Supervision 

Every trust is open to the inspection of, and in this sense is 
under the supervision of, every beneficiary of the trust. Every 
beneficiary of every trust participating in a common trust fund is 
a beneficiary of the common trust fund and, in this capacity, en- 
titled to inspect the books, accounts, records, investments, and ev- 
erything else that is pertinent to the common trust fund. However, 
it should be pointed out that the right of beneficiaries of trusts par- 
ticipating in the common trust fund to inspect the books, accounts, 
and records of the common trust fund does not open the door for 
them to inspect the books, records, or accounts of the participating 
trusts. If this were not true, the confidential element of the trust 
relationship would be destroyed. 

Every beneficiary of every participating trust has the right to 
inspect the fund. If he or his accredited representative finds or 
thinks he finds that the fund is not being administered properly, he 
has the right to complain to the trustee or, if he desires, to the court. 
If it turns out to be a fact that the fund is not being administered 
properly in any material respect, the correction or the relief in- 
itiated by a single complaining beneficiary enures to the protection 
or benefit of every beneficiary in every participating trust. 

If any bank or trust company ever should be disposed to be 
negligent in the administration of any of its accounts, it could least 
afford to be negligent in the administration of its common trust 
fund because the eye of every beneficiary of every participating 
trust would be upon its administration and any dissatisfied bene- 
ficiary would have the right to call upon the trustee to account for 
its administration of the fund. 


Court ACCOUNTING FoR ComMoN Trust Funps 

Attention has been called recently to what may turn out to be 
a serious defect in much of the state legislation authorizing the 
establishment and maintenance of common trust funds by state 
banks and trust companies,*’ i.e., the failure of nearly one-half of 
the state enabling acts to have any provision for the trustee of a 
common trust fund to make periodic accountings to the court and, 
upon hearing and approval of the account, obtain clearance of its 





47 Note, 64 Harv. L. Rev. No. 5 (1951); Trusts anp Estates 504 (August 
1951). 
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administration of the fund up to the period of the accounting. The 
New York court accounting act for common trust funds was held un- 
constitutional because of the method of notifying beneficiaries.** 

It would seem to be highly beneficial for the trustee to be able 
to make periodic accountings to the court and obtain clearance for 
its administration up to the time of the accounting. If such inter- 
mediate court accounting acts are needed for individual trusts — 
and they have proved to be much needed — they must be needed 
all the more for common trust funds. The beneficiaries of partici- 
pating trusts are numbered by the hundreds or thousands. The 
fund runs on from year to year, possibly from generation to gener- 
ation, with ever changing participating trusts each with its own 
beneficiaries. It does not seem quite fair to the trustee — or to the 
beneficiaries — for the common trust fund to run on and on with- 
out the trustee’s ever having its day in court to account for its ad- 
ministration of the fund up to the time of accounting. 

The drafting of a practical, workable, inexpensive intermediate 
court accounting act for common trust funds would seem to be a 
challenging and rewarding task for lawyers who are interested in 
trust administration whether as attorney for beneficiaries or for 
banks and trust companies as trustees of common trust funds. 


PRovISION IN TrusT INSTRUMENT FOR INVESTMENT 
in Common Trust FunpD 

If the draftsman of a will or trust agreement and his client 
(after the common trust fund device has been explained to him) 
decide to name a bank or trust company his trustee and desire to 
have the trustee free to invest the funds of his trust in its common 
trust fund, the instrument should contain a provision authorizing 
the trustee to invest the funds of the trust in participations in its 
common trust fund. It need be no more than authority so to in- 
vest. Direction to do so, as explained already, would be ineffec- 
tive, since the common trust fund must be under the exclusive con- 
trol of the bank with ‘power to include or exclude participation as 
it deemed best. 

Authority might be given in the instrument although the bank 
or trust company did not have a common trust fund at the time 
nor have any intention of establishing one. It might change its 
mind and establish one sometime later while the trust still was 
under its administration. 

The provision need be only a sentence authorizing the trustee 
or its successor to invest in participation in common trust funds 
under its administration for the exclusive use of its estates, trusts, 





48 Mullane v. Central Hanover Bank & Trust Co., 339 U. S. 306 (1950), re- 
versing In re Central Hanover Bank & Trust Co., 299 N. Y. 697, 87 N.E. 2d 73 
(1949), which affirmed 275 App. Div. 769, 87 N. Y. S. 2d 907 (1949) 
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and guardianships. The term common trust fund would be given 
its technical meaning under the statutes and regulations. 

Judging by the way common trust fund enabling acts and com- 
mon trust funds themselves have grown in recent years, as shown 
by the list earlier in this article, one may, with reasonable assur- 
ance, regard common trust funds now as one of the accepted de- 
vices for the administration of trusts and guardianships — particu- 
larly of small accounts — by banks and trust companies. 











Surcharging the Fiduciary 
FRANK S. Row.ey* AnD Rosert A. ToEPFER** 


“Surcharge” is the term broadly applied to the order or de- 
cree of the court imposing liability on a fiduciary as the result of 
a successful exception to his cash or property account upon his 
intermediate or final accounting. In this paper consideration will 
be limited to the liability of the fiduciary for breaches of duty with 
respect to investments, and special emphasis will be placed on cer- 
tain unusual factors which may affect that liability. 

The claims of the beneficiary against the trustee may arise 
from a great variety of circumstances.! For example, the trustee 
may have breached his duty to invest trust funds by unreasonable 
delay or by not investing at all. He may have made an improper 
or illegal investment which he later sold at a profit or at a loss 
or retained until the accounting. He may have received an invest- 
ment which was improper for him as a fiduciary when he received 
it or which subsequently became improper due either to changes 
in the law governing investments or to changes in the quality of 
the investment. In either event he may have delayed converting 
the investment into a proper security for more than a reasonable 
time or until a bad market condition prevailed or he may never 
have converted it. He may have invested all or an overly large 
proportion of the funds of the trust in a single security in viola- 
tion of his duty reasonably to diversify the investment portfolio. 
In many of these situations further variety may be provided by the 
fact that the trustee acted honestly and in good faith or in bad 
faith or in the advancement of his own self interest. Then, too, the 
provisions of the trust instrument may have directed or permitted 
him to do as he did or to do something quite different. 

While the various combinations of ingredients which make up 
the beneficiary’s claim pose a series of problems, the general prin- 
ciple governing surcharge for breach of an investment duty is not 
difficult to state. That which the trustee loses by such breach he 
loses for himself; that which he gains he gains for the trust. This 
generality is usually described as giving the beneficiary alterna- 
tive remedies against the trustee to force him to make good any 
loss, or to yield any gain or to compel him to put the trust in as 





* Dean, College of Law, University of Cincinnati. 
** Assistant Professor of Law, College of Law, University of Cincinnati. 
1 See generally, REsTaTEMENT, TRusSTs §§ 205-216 and 227-231 (1935); Bocerr, 
Trusts AND TrusTEEs §§ 671-689 and 701-708 (1946); Scorr, Trusts §§ 205-216 
and 227-231 (1939). 
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good a profit position as if no breach had occurred.? While these 
alternatives are not confined to breaches of investment duties they 
find their most frequent application in the investment situation. 
It follows that if the trustee has delayed unreasonably in invest- 
ing or has not invested at all, he is surchargeable with “interest” 
representing the approximate average yield from approved securi- 
ties during the period of the breach as determined by the court. 
In the event that he violated his duty to purchase certain specific 
securities he may be surcharged with the return which was paid 
to holders of those securities during his breach,* together with any 
appreciation in the value of the securities up to the time of the de- 
cree.5 If he invests in a non-legal which turns out fortunately, the 
beneficiaries may affirm the purchase and require the trustee to ac- 
count for the investment and the profit therefrom;* but if the non- 
legal investment turns out badly, the trustee may be compelled to 
refund the purchase price, plus interest, to the trust, thus in effect 
buying the investment for himself.’ In such a case the court has 
wide discretion in deciding whether the interest shall be an ap- 
proximation of the yield from authorized investments or the legal 





2See RESTATEMENT, Trusts § 205 (1935); Bocert, Trusts AND TRUSTEES §§ 
703 et seq. (1946); Scorr, Trusts §§ 205 et seq. (1939). The additional alter- 
natives of specific enforcement and specific reparation are not considered to 
be applicable here. See Scorr, Trusts § 208 (1939); Bocert, Trusts AND Trus- 
TEES § 703 (1946). 

3 Board of Regents v. Wilson, 73 Colo. 1, 213 Pac. 131 (1923); Collins v. 
Collins, 168 Ore. 666, 126 P. 2d 512 (1942); In re Ayvazian’s Estate, 153 Misc. 
467, 275 N.Y. Supp. 123 (1934). In the New York case, for twelve years trustees 
had on hand, uninvested, about $3700. In surcharging them the court said 
(p. 136): 

“Their obligation in this connection is to place the cestuis que 
trustent in the same position which they ee have been had their 
acts conformed to their primary obligations of diligence and prudence. 

If this sum had been placed in United States Liberty bonds or even 

in a savings bank, it would have yielded at least 4% per annum com- 

unded semi-annually. This is the amount by which the trust 

neficiaries have suffered by reason of the dereliction of the trustees 
and, consequently, is the measure of their damage in this connection.” 
4In re Nola’s Estate, 333 Pa. 106, 3 A. 2d 326 (1939); In re Listman’s 


Estate, 57 Utah 471, 197 Pac. 596 (1921); Church v. Church, 112 Me. 459, 120 
Atl. 428 (1923). 

5 See Bocert, Trusts aND TrusteEs §§ 707-8 (1946); Scorr, Trusts § 211 
(1939). 

6 Pennsylvania Co. Etc. v. Gillmore, 142 N.J. Eq. 27, 59 A. 2d 24, 37 (1948); 
Russell’s Extrs. v. Passmore, 127 Va. 475, 103 S.E. 652, 662 (1920); City Bank 
Farmers Trust Co. v. Evans, 255 App. Div. 135, 5 N.Y.S. 2d 406 (1938). See also 
Eisenlohr’s Estate, 258 Pa. 431, 102 Atl. 115 (1917); In re Gurkin’s Will, 142 
Misc. 271, 254 N. Y. Supp. 494 (1931). 

7In re Jones Estate, 163 Pa. Super. 129, 60 A. 2d 366 (1948); In re Fouk’s 
Estate, 213 Wis. 550, 252 N.W. 160 (1934); In re Sanders Estate, 304 III. App. 
57, 25 N_E. 2d 923 (1940); Kinney v. Uglow, 163 Ore. 539, 98 P. 2d 1006 (1940). 
The trustee will of course be credited with the income, if any, received by the 
trust from the non-legal. 
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rate or some other rate. Frequently the determining factor has 
been the trustee’s good or bad faith in making the unauthorized 
investment.’ 

For breach of a duty to convert, the surcharge will be the dif- 
ference between the value of the security at the time the court 
determines the fiduciary should have sold and its value when he 
did sell.!° If he retains the investment until the accounting, he 
may be charged with the value when he should have sold, thus 
forcing the trustee to purchase for himself,!! or the court may or- 
der the investment sold and the difference charged to the trustee.!? 
Since normally the non-converting fiduciary is under twin duties 
to sell and to reinvest the proceeds, there should be added to the 
surcharge a sum approximating the income he would have received 
if he had carried out both duties.'’ If his breach consists of a failure 
to diversify investments, the court may, and should, determine the 
maximum which could reasonably have been invested in the se- 
curity in question and surcharge the trustee for loss occasioned by 
investment in excess of that amount.!* 


8 Albright v. Jefferson County Natl. Bank, 292 N.Y. 31, 53 N.E. 2d 753 
(1944) (“rate of interest commensurate with average earnings of trust funds”); 
Miller v. Pender, 93 N.H. 1, 34 A. 2d 663 (1943) (3-%% held “equitable in 
view of present low interest rates”); Sellers v. Milford, 101 Ind. App. 590, 198 
N.E. 456 (1935) (6% allowed as “reasonable income”). 
been the trustee’s good or bad faith in making the unauthorized 

9 Pennsylvania Co., Etc. v. Gillmore, 142 N.J. Eq. 27, 59 A. 2d 24, 37-8 
(1948); St. Germain v. Tuttle, 114 Vt. 263, 44 A. 2d 137 (1945). The Vermont 
court said, citing RESTATEMENT, Trusts § 207, comment a (1935): 

“Ordinarily if a breach of trust consists in an improper purchase of 
property for the trust, the trustee is chargeable with interest at the 
current rate of return on trust investments, unless the breach of trust 
was intentionally committed, in which case he is ordinarily charge- 
able with interest at the legal rate. The real question is what the 
equities of the particular case demand.” 


See also Scott § 207.1 (1939). 
10 Babbitt v. Fidelity Trust Co., 72 N.J. Eq. 745, 66 Atl. 1076 (1907); In re 


Baker, 249 App. Div. 265, 292 N.Y. Supp. 122 (1936); Paul v. Girard Trust 
Co., 124 F. 2d 809 (7th Cir. 1941); McInnes v. Whitman, 313 Mass. 19, 46 NE. 
2d 527 (1943). 

11 In re See’s Estate, 38 N.Y.S. 2d 47 (N.Y. Surr. 1942); In re Lewis’ Estate, 
344 Pa. 586, 26 A. 2d 445 (1942); In re Blish Trust, 350 Pa. 311, 38 A. 2d 9, 12 
(1944); Cameron Trust Co. v. Leibrandt, 229 Mo. App. 450, 83 S.W. 2d 234 
(1935). 

12 Pollack v. Bowman, 23 N.J. Misc. 63, 41 A. 2d 253 (1945). 

13 Paul v. Girard Trust Co., 124 F. 2d 809 (7th Cir. 1941); In re North’s 
Will, 235 Wis. 639, 294 N.W. 15, 17 (1940). See also Dickerson v. Camden Trust 
Co., 1 N. J. 459, 64 A. 2d 214, 218 (1949); In re Nola’s Estate, 333 Pa. 106, 3 A. 
2d 326 (1939). Again, as in the case of investment in a non-legal, the trustee 
is credited with any income received by the trust from the security he im- 
properly retained. In re See’s Estate, supra note 12. 

14 Pennsylvania Co., Etc. v. Gillmore, supra note 10 (25% of fund determin- 
ed reasonable maximum; trustee surcharged with loss from excess); In re 
Toel’s Estate, 39 N.Y.S. 2d 896 (N.Y. Surr. 1943) (trustee, directed not to in- 
vest more than $10,000 in any single investment, invested $18,000; surcharged 
as to $8,000) ; RestaTeMENT, Trusts § 228, comment h (1935). 
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Such is a brief sketch of surcharge for breach of investment 
duties in some of the more or less standard situations. It is now 
proposed to examine the results of the cases where there is an ad- 
ded factor present: (1) the market is distorted by panic, depres- 
sion and the like; (2) the trust instrument contains an exculpatory 
clause; (3) the beneficiary consents to or acquiesces in the breach; 
and (4) the breaching trustee seeks to balance loss against gain. 

Wuere Tue Loss Is THe Resutt Or A DistorTep MARKET 

From the vantage point of 1951 it is possible to critically ap- 
praise the effect of a fluctating market or a market distorted by 
panic, depression and the like on the liability of a trustee for loss 
in the value of trust assets. The depression of the thirties resulted 
in widespread litigation in which attempts were made to surcharge 
trustees for losses resulting from depressed economic conditions. 
While the courts generally reached a sound result, the precise fac- 
tors which control that result remain clouded.'' An attempt will 
be made to analyze the elements which the courts emphasized in 
concluding that the trustee was either responsible or not respon- 
sible. 

A trustee is bound to exercise such care and diligence in per- 
forming the duties of trust administration as a prudent man would 
exercise in dealing with the property of others, adhering to the 
rule that he is primarily a conserver. This is basically true whether 
the trustee is operating in a state which has a so-called “legal list” 
or not.!® The test or a variation of it is also the yard-stick by which 
courts determine the liability for losses due to disrupted economic 
conditions. Under such a test it is clear that the decision to sur- 
charge or not will depend on the circumstances of the particular 
case,!? but as will appear there are certain critical facts which in- 





15For an excellent discussion of the problems involved see Moore, A 
Rationalization of Trust Surcharge Cases, 96 U. or Pa. L. Rev. 647 (1948); 10 
Sr. Jonn’s L. Rev. 75 (1938). While it is apparent that inflated markets may 
have an equally disastrous effect on the intrinsic value of investments, the 
courts have not been faced with the problem in the surcharge cases, for the 
face value of the investment either remains firm or rises with the market. 
Trustees, however, are faced with the problem of the proper type of invest- 
ment in view of inflation, and recently this has been the subject of widespread 
discussion by those in the trust field. 

16 RESTATEMENT, Trusts § 174 (1935); Bocert, Trusts AND Trustees § 541 
(1946) ; See Note, 77 A.L.R. 505 (1932). 

17 Hatfield v. First National Bank of Danville, 317 III. App. 169, 46 N.E. 2d 
94 (1942); In re Pate’s Estate, 84 N.Y.S. 2d 853 (N.Y. Surr. 1948). In the latter 
case the court said, at page 858: 


“The books are replete with surcharge cases, and the governing 
law is as simple as it is deeply rooted. Seemingly, therefore, the solu- 
tion to the problems presented should be readily at hand. Yet each 
case rests on its own peculiar facts. And the elements composing 
prudence are so human and imponderable, there is no scientific or 
precise gauge for measuring it. Again, after the event, the line of 
distinction between negligence and mere error of judgment, and be- 
tween lack of care and prevision, is not always clearly discernible.” 
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fluence the decision. 

The courts generally state that if the trustee has acted in good 
faith and has not been guilty of a clear breach of trust, has acted 
with ordinary prudence, and the loss is due solely to “unforeseen 
and violent” curtailment of income, or depression, the trustee is 
not surchargeable.'* Consideration of the cases demonstrates that 
if on the facts the courts do not wish to surcharge, this formula is 
applied. In every case where a trustee has been surcharged for loss 
due to depression, he has committed a plain breach of trust as out- 
lined in the introductory section of this paper. 

At the outset it may be noted that the courts are hesitant to 
surcharge a trustee for loss due to depression, for as courts of equity 
they are impressed with the hardship of surcharging for losses 
which result largely from the general disintegration of the com- 
mercial community and which are fundamentally the fault of the 
economic system rather than the individual. Sometimes the courts 
find justification for not surcharging in the existence of an exculpa- 
tory clause in the instrument,!9 discretionary investment powers,”° 
power to retain,?! or a direction to retain or not to sell the par- 
ticular investment.??, Sometimes the justification is based on ac- 
quiescence or estoppel,” or laches.?4 This general reluctance to 
surcharge is clearly illustrated by the tendency of the depression 





18 First National Bank of Birmingham v. Basham, 238 Ala. 500, 191 So. 
873 (1939); Day v. First Trust and Savings Bank, 47 Cal. App. 2d 470, 118 P. 
2d 51 (1941); Cox v. Camden Safe Deposit and Trust Co., 124 N.J. Eq. 490, 
2 A. 2d 473 (1938); In re Winburn’s Will, 140 Misc. 18, 249 N. Y. Supp. 758 
(1931); Scorr, Trusts § 204 (1939). It may be noted that a trustee must act in 
good faith, and that this factor alone should not warrant a court in refusing 
surcharge. Yet note In re McCann’s Will, 212 Minn. 233, 3 N.W. 2d 226 (1942) 
where trustee held stock in the same company and received no compensation, 
the court appeared more lenient because of this positive proof of good faith. 

19 New England Trust Co. v. Paine, 317 Mass. 542, 59 N.E. 2d 263 (1945), 
320 Mass. 482, 70 N.E. 2d 6 (1946); In re City Bank Farmers Trust Co., 270 App. 
Div. 572, 61 N.Y.S. 2d 484 (1946); In re Winburn’s Will, supra note 19; In re 
Clark’s Will, 257 N.Y. 132, 177 N.E. 397 (1931). For discussion see section 2 
of this paper. 

20In re City Bank Farmers Trust Co., supra note 20. In re Beadlestone’s 
Estate. 146 Misc. 548, 262 N.Y. Supp. 507 (1933); In re Detre’s Estate, 273 Pa. 
341, 117 Atl. 54 (1922); St. Germain’s Admr. v. Tuttle, supra note 10; see note, 
99 A.L.R. 909 (1935). 

21In re Winburn’s Will, supra note 19; In ve Jones’ Estate, 344 Pa. 100, 
23 A. 2d 434 (1942); Peck v. Searle, 117 Conn. 573, 169 Atl. 602 (1933); Fair- 
leigh v. Fidelity National Bank and Trust Co., 335 Mo. 360, 73 S.W. 2d 248 
(1934). 

22 Nelligan v. Long, 320 Mass. 439, 70 N.E. 2d 175 (1946); cf. Estate of 
Weston, 91 N.Y. 502 (1883). 

23 Discussed infra in section 3 of this paper. 

24 Pollack v Bowman, 139 N.J. Eq. 47, 49 A. 2d 881 (1946); Scorr, Trusts 
§ 219 (1939). 
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cases to depart from the well settled view that a trustee who takes 
trust property in his individual name without ear-marking it, is re- 
sponsible for any loss or decline in the value of the property, irres- 
pective of the cause of loss.25 Where the depreciation is due solely 
to general economic conditions, the courts in refusing to surcharge 
emphasize the good faith of the trustee and lack of causal connec- 
tion between the loss and failure to ear-mark.?6 Similarly, while 
a trustee may be held liable under a positive duty to diversify in- 
vestments, he has been held not liable for loss resulting from a 
combination of failure to diversify and a depression.?’ 


On the other hand, the courts do not hesitate to surcharge if 
the trustee’s breach of trust is patent and is the direct and induc- 
ing cause of a loss which might have been avoided, even though 
there was a depression. Thus, in Tannenbaum v. Seacoast Trust 
Co.,?8 the trust company sold its bonds to investors and secured 
payment of principal and interest by the deposit and pledge with 
trustees of assets of the trust company. The trust instrument pro- 
vided that the trust company should keep on deposit with the trus- 
tees at all times securities worth 110 per cent of the principal face 
value of all outstanding participation bonds. Because of the de- 
pressed market conditions, securities held by the trustees fell con- 
siderably below these amounts, and as a result, on the trust com- 
pany’s insolvency the bondholder-beneficiaries suffered loss. The 
court surcharged the trustees, emphasizing that it was their lack 
of diligence in failing to examine the value of pledged securities 
that resulted in loss. Thé additional fact appeared that the trustees 
were officers of the trust company and thus had special knowledge 
of the circumstances which led to the loss. The decision of the 
court is clearly correct since the requirement of adequate security 
was for the very purpose of guarding the beneficiaries against loss 
due to market decline and other conditions. So, too, where a trus- 
tee ignored the settlor’s express direction to sell certain real estate 
in 1926 and reinvest in certain bonds, the court held the trustee 





25 Trustees who fail to segregate or earmark trust property are generally 
held responsible for any loss which results regardless of the cause of loss. This 
is based on the theory that the practice should be discouraged and that pe- 
nalizing the trustee will further such purpose. RestTaTeMENT, Trusts § 179 
(1935) ; Bocert, Trusts AND TRUSTEES § 596 (1946). 

26 Miller v. Pender, 93 N.H. 1, 34 A. 2d 663 (1943); Chapter House Circle 
ef King’s Daughters v. Hartford National Bank and Trust Co., 124 Conn. 151, 
199 Atl. 110 (1938); Rotzin v. Miller, 134 Neb. 8, 277 N.W. 811 (1938); Bocerr, 
Trusts AND TrusTEES § 596 (1946); Scorr, Trusts § 205.1 (1939). 

27 First National Bank of Boston v. Truesdale Hospital, 288 Mass. 35, 192 
NE. 150 (1934). 

2816 N.J. Misc. 234, 198 Atl. 855 (1938), aff'd, 125 NJ. Eq. 360, 5 A. 2d 
778 (1939). 
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surchargeable for loss that resulted from failure to convert.?? In 
determining the amount of such surcharge, the court said it would 
have to consider the market value of the real estate during the 
year or two after it came into the trustee’s possession and what 
the present financial position of the estate would have been if the 
trustee had bought the bonds as directed. Similarly, a trustee must 
bear the loss which results if he fails to sell “non-legal” securi- 
ties within a reasonable time during periods of prosperity and then 
sells in a depression at a great loss,*° invests in “non-legals” dur- 
ing the depression,?! fails to sell during a declining market when 
he has knowledge of facts which indicate that holding the securi- 
ties is extremely hazardous,*? ignores expert advice to sell,>> or re- 
tains investments in order to profit personally.*4 In short, in the 
foregoing situations in which the trustee has been surcharged, the 
facts clearly showed a breach of trust which directly resulted in 
loss. 


In other situations in which there is no clear breach of trust 
resulting in loss, the court’s determination of liability depends on a 
balancing of delicate factors indicating whether the trustee has 
acted reasonably. A variety of elements are considered. Reason- 
able care requires the trustee to be “enlightened and guided by 
the approved rules applicable to investment of trust funds, not by 
his uninformed personal judgment. . . .”55 A diligent fiduciary 
should examine the investments with care in light of the economic 
conditions and desire of the settlor. He should study financial state- 
ments and current business reports of the companies whose securi- 
ties are held.** He should consult with persons experienced in the 
investment field,3’? as well as considering investment services and 
the like.3* Thus, where trust investments “were examined and con- 





29 In re Nola’s Estate, 333 Pa. 106, 3 A. 2d 327 (1939). 

30 Paul v. Girard Trust Co., 124 F. 2d 809 (7th Cir. 1941); In re Frances’ 
Estate, 245 App. Div. 675, 284 N. Y. Supp. 153 (1935). 

31 Merchant’s National Bank of Aurora v. Frazier 329 Ill. App. 191, 67 
NE. 2d 611 (1946). 

32 In re Conover’s Trusteeship, 50 Ohio Supp. 330 (1933). 

33 In re Busby’s Estate, 288 Ill. App. 500, 6 N.E. 2d 451 (1937). 

34 In re Stumpp’s Estate, 153 Misc. 92, 274 N.Y. Supp. 466 (1934). 

35 In re Allis’ Estate, 191 Wis. 23, 209 N.W. 945 (1926); rehearing denied, 
210 N.W. 418 (1927); In re Taylor, 277 Pa. 518, 121 Atl. 310 (1931). 

36In re Kent’s Estate, 146 Misc. 155, 261 N.Y. Supp. 698 (1932), aff'd, 246 
App. Div. 604, 284 N. Y. Supp. 976, leave to appeal denied, 270 N. Y. 675 (1936); 
In re Stirling’s Estate, 342 Pa. 497, 21 A. 2d 72 (1941). 

37 In re Bunker’s Estate, 184 Misc. 315, 56 N.Y.S. 2d 746 (1944); Casani’s 
Estate, 324 Pa. 468, 21 A. 2d 59 (1941). 

38 In re Bunker’s Estate, ibid; In re Kent’s Estate, supra note 37; Welch 
v. Welch, 235 Wis. 282, 290 N.W. 758 (1940). 
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sidered by a committee of the trustee’s directors at least once in 
every six months,” and the committee was composed of financiers 
who were members of the New York Stock Exchange, the court re- 
fused to surcharge.*? In Lentz’s Estate, the investments were con- 
sidered daily by the research department of the trustee’s trust de- 
partment; a special investment committee of the trust department 
met several times each week and considered the trust portfolio. 
From 1926 to 1941 the investments were examined some 679 times. 
This was the critical factor in the court’s refusal to surcharge in 
spite of expert testimony that the trustee failed to do its duty. 
But in another situation in which no such meeting was held for 
over two and one-half years to consider the trust investments, the 
trustee was held surchargeable.*! 

While it is obvious that a trustee might make a prudent deci- 
sion as to investment, retention or sale of securities based simply 
on his own judgment, the courts have emphasized the above noted 
circumstances in refusing to surcharge in the depression cases. 
Whether the decision was in fact prudent will depend on the state 
of facts existing at the time the trustee acts.*? 

The trustee may not speculate with trust funds, but may in- 
vest in or retain “seasoned” securities.4* Where the trustee has in- 
vested in such securities which are gradually declining along with 
practically all other investments, it would be unsound to require 
that the trustee sell them and attempt to find a better investment 
in view of his duty to conserve over extended periods of time in- 
volving both periods of dépression and inflation.*4 Moreover, while 
“seasoned” securities may decline in monetary value, in terms of 
extrinsic value or purchasing power, their value usually remains 
firm.‘S As one court said, the “decision to sell in a declining market 
is perhaps the most difficult decision to make in the administration 
of a trust,’’*° and the courts have been unable to state at just what 





39 Re Fulton Trust Co. of New York, 257 N.Y. 132, 177 N.E. 397 (1931). 

40 364 Pa. 304, 72 A. 2d 276 (1950). 

41In re Junkersfeld’s Estate, 244 App. Div. 260, 279 N.Y. Supp. 481 (1935). 

42 First National Bank of Boston v. Truesdale Hospital, 288 Mass. 35, 192 
NE. 150 (1934). 

43 A determination as to whether a stock is “seasoned” may be made by 
looking to these factors: “What has been the history of the companies during a 
period of years? Have they paid dividends of regular amounts? Have they 
a proper capital structure? Are they wisely officered? Has a successful busi- 
ness continued over a period of time? Have they achieved a standing in com- 
mercial circles? Have they behind them an established dividend record over 
a period of years?” In re Winburn’s Will, 140 Misc. 18, 249 N.Y. Supp. 758 
(1931). 

44In re Cross’ Estate, 117 N.J. Eq. 429, 443, 176 Atl. 101, 103 (1935). 

45 See In re Busby’s Estate, 288 Ill. App. 500, 6 N.E. 2d 451 (1937); In re 
Linnard’s Estate, 299 Pa. 32, 148 Atl. 912 (1930). 

46In re Feinberg’s Estate, 82 N.Y.S. 2d 879, 883 (N.Y. Surr. 1948). 
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point a sale must be made to avoid liability. In Lazar’s Estate,*’ 
the trustee sold “seasoned” securities soon after the depression start- 
ed, and he was held not surchargeable. Failure to sell until late 
in the depression has also been held a reasonable exercise of dis- 
creation.*® The difficulties of making a decision to sell seasoned se- 
curities is well illustrated by In re Pate’s Estate.*? Included in the 
trust assets were 10,000 shares of securities valued at $10,000 in 
1919 when the trust was created. By 1928 the stock had risen in 
value to some $400,000 and in 1929 to $900,000. During this period 
dividends of $42,000 had been paid. In 1946 the trustee sold the 
stock for $30,000. The beneficiaries claimed the trustee should be 
surcharged, but the court refused. It said the trustee had acted 
reasonably when viewed prospectively “unaided or unenlightened 
by subsequent events.” Where, however, the securities are highly 
speculative, a trustee is usually liable for failure promptly to sell. 
But even here when the trust came into existence during a period 
of depression, great sympathy for the plight of the trustee is shown. 
Thus, in St. Louis Trust Union Co. v. Stoffregen,5' the trustees ob- 
tained certain German and Chilean bonds from the estate of the 
settlor. Trustee failed to sell and the bonds depreciated in value. 
On the beneficiaries seeking to surcharge, the court said: “When 
the defendants became the trustees on February 26, 1931, we were 
in the midst of the 1929-32 world-wide depression. They were faced 
with a dilemma —a dilemma not easily soluble. Should they sacri- 
fice the securities in the existing panicky feeling and put the trust 
to loss, or should they retain the securities with the hope that a 
return to normal conditions would restore the value of the securi- 
ties.” Certainly, the lack of a market or the existence of an ex- 
tremely small market is a defense to surcharge, even though the 
securities may be speculative.*? 

In Busby’s Estate, the trust estate arose during the depression 
and consisted of speculative stock bought on margin. The trustee 
failed to sell promptly, and as a result the estate became insolvent. 
The court, distinguishing other cases, surcharged the trustee on 
the theory that prompt sale was necessary and urgent to meet 
debts. Similarly, when a trustee invests in non-speculative stocks 





47139 Misc. 261, 247 N.Y. Supp. 230 (1932). 

48 Central Hanover Bank and Trust v. Brown, 30 N.Y.S. 2d 85 (1941). 

49 In re Pate’s Estate, 84 N.Y.S. 2d 853 (N. Y. Surr. 1948). 

50 In re Ward’s Estate, 121 N.J. Eq. 555, 192 Atl. 68 (1936), affd, 121 N.J. 
Eq. 606, 191 Atl. 772 (1937); Miller’s Estate, 345 Pa. 91, 26 A. 2d 320 (1942). 

5140 N.Y.S. 2d 527 (1942), aff’d., 43 N.Y.S. 2d 511 (1943). See also Pollack 
v. Bowman, 139 N. J. Eq. 47, 49 A. 2d 40 (1946). 

52 In re Stumpp’s Estate, 153 Misc. 92, 274 N. Y. Supp. 466 (1934); Blauvelt 
v. Citizens Trust Co., 3 N. J. 545, 71 A. 2d 184 (1950). 

53 288 Ill. App. 500, 6 N.E. 2d 451 (1937). 
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on a margin account, he may be held liable for resulting loss, since 
this is speculation and violates his duty of conservation.* 

While some courts have held that there will be no surcharge 
if the decline in values and resulting loss was caused by a “sud- 
den and unexpected” catastrophe (as distinguished from a gradual 
decline) so that there is neither time nor opportunity to sell,55 this 
factor should be important only if the trustee is under some duty 
to sell, as where the investment is speculative, and the fulfillment 
of this duty is thwarted by lack of time. In any event if he sells 
at a proper time and price, he is not liable if the investment sold 
later rises in value.** 

The courts have indicated that a distinction must be drawn be- 
tween the cases where the trustee retains stock on a declining mar- 
ket awaiting the arrival of a more favorable time to sell, and the 
cases where he purchases stock on a declining market. Such a dis- 
tinction seems justified since, in the former case, in order to carry 
out his primary duty of conservation he should be given discretion 
to retain without liability in the hope of a more favorable market; ’ 
but in the latter situation the trustee, as a reasonable man, must 
invest in a more stable investment, such as bonds, for he is only 
secondarily interested in profits which might result if the stocks 
were later to rise.5? It has been held, however, in a state where 
“the prudent man rule” is followed, that the power of a trustee to 
retain investments in a violently fluctuating market is not greatly 
dissimilar to his power to invest, so the trustee must exercise reas- 
onable care in disposing of such securities and reinvesting, and if 
he does not, he is liable for loss.5? In Dickerson v. Camden Trust 





54 Mellier’s Estate, 312 Pa. 157, 167 Atl. 358 (1933). 

55 In re Ward’s Estate, supra note 51. There the trustee was given $60,000 
in trust for certain specified purposes. After the depression started the trus- 
tee accepted, in lieu of cash, shares of stock at their appraised value although 
their actual value was much lower. The court in surcharging emphasized that 
the stocks declined gradually, and distinguished cases where there had been 
a sudden and unexpected catastrophe. However, the trustee was guilty of 
breach of trust in accepting stock instead of cash, and in failing to diversify. 
See also Security Trust v. Appleton, 303 Ky. 328, 197 S.W. 2d 70 (1946) where 
dividends were paid until the crash, and the stock had an excellent reputation; 
In re Paterson National Bank, 125 N.J. Eq. 73, 4 A. 2d 59 (1939) where stock 
enjoyed a gradual rise for more than a quarter of a century and continued 
to rise until 1933, when it suddenly dropped. See also Welch v. Welch, 235 
Wis. 282, 290 N.W. 758 (1940); In re Stafford’s Estate, 69 N.E. 2d 208 (Ohio 
App. 1946). 

56 In re Ryan’s Will, 188 Misc. 61, 69 N.Y.S. 2d 416 (1945), aff'd, 272 App. 
Div. 799, 77 N.Y.S. 2d 926 (1947). 

57 In re Weinberg’s Will, 69 N.Y.S. 2d 748 (1946); In re Kent’s Estate, 146 
Misc. 155, 261 N.Y. Supp. 698 (1932). 

58 In re Ward’s Estate, supra note 51. 

59 McInnes v. Whitman, 313 Mass. 19, 46 N.E. 2d 527 (1943); Clark v. Clark 
167 Ga. 1, 144 S.E. 781, 158 S.E. 297 (1931). 
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Co.,© the trust instrument specifically directed the executor-trus- 
tees to invest the residue of the estate in legal securities. The trust 
arose during the depression and values were declining rapidly. 
The executors, instead of selling non-legals and reinvesting the 
proceeds, retained the investments which came to them from the 
settlor’s estate, and turned them over to themselves as trustees at 
their inventory, instead of depreciated market value. The court, 
in surcharging the trustees for the difference between inventory 
and market value, stressed the failure to obey the express direction 
of the settlor to invest in legals, and distinguished contrary cases 
where no such express direction appeared. The court said the test 
of reasonableness did not apply here since the trustees acted beyond 
the limits of their power by accepting non-legals. This seems un- 
warranted, for while it is the duty of a fiduciary to dispose of non- 
legals in all cases, he should be, and usually is, given reasonable 
discretion in determining a favorable time to sell. As pointed out 
in Feinberg’s Estate,*! where certain securities were declared non- 
legals in 1929 and 1930, there was no imperative duty to sell at any 
particular time during the depression in view of optimistic predic- 
tions of recovery. 


In a number of cases the courts have emphasized that the in- 
vestment in question was made by the settlor.*? The fact that the 
settlor invested in such securities reflects his confidence in them, 
and implies a desire that such securities be retained, and may be 
a justification for retention by the trustees in a declining market, 
in the absence of other factors which might compel sale. Similarly, 
if the testator has been active in the corporation whose securities 
are involved, the courts tend to refuse surcharge.*> However, a 
trustee is to be guided by the standard of reasonable care, and the 
mere fact that the settlor may have been imprudent in his own 
investments should be no defense. Moreover, the conditions of the 
corporation may have drastically changed between the time settlor 
invested and the time at which trustee must make a decision either 
to sell or retain. Certainly, in the usual case, this factor should 
have little weight. 


The question as to whether the corporate fiduciary should be 
held to a stricter rule of accountability than the individual in the 





601 N.J. 459, 64 A. 2d 214 (1949). 
61 82 N.Y.S. 2d 879 (N.Y. Surr. 1948). See also Scott, Trusts § 230 (1939). 


62 In re Winburn’s Will, 140 Misc. 18, 249 N.Y. Supp. 758 (1931). For sum- 
mary of cases arising out of earlier depressions see Note, 77 A.L.R. 505 (1932). 


63 Poor v. Hodge, 311 Mass. 312, 41 N.E. 2d 21 (1942); In re McCann’s Will, 
212 Minn. 233, 3 N.W. 2d 226 (1942); In re Easton’s Estate, 178 Misc. 511, 35 
N.Y.S. 2d 546 (1942), aff'd, 41 N.Y.S. 2d 190 (1943). 
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depression cases has not definitely been passed upon, although 
there has been some indication that a stricter rule should apply. 
The courts, however, generally fail to consider the question. 

In conclusion, it may be said that in a period of economic ab- 
normality, a trustee who invests in or retains seasoned securities, 
who makes frequent examination of their status, and who informs 
his beneficiaries of the problems involved, acting throughout in 
good faith, need not fear surcharge by a court of equity. 


Wuere Tue Trust INStRUMENT ContTAINS AN 
EXxcuLPAToRy CLAUSE 


Should a fiduciary whose conduct with respect to investments 
would ordinarily be regarded as a breach of trust be protected 
against surcharge by exculpatory language in the trust instrument? 
Or is the standard of ordinary care and prudence such a basic in- 
cident of the fiduciary relation that an attempt to exempt a trustee 
from the requirement should be held nugatory as a matter of policy? 


In general the courts, particularly if attention is paid to what 
they say rather than to what they do, have chosen the first alterna- 
tive and have held exculpatory provisions to be valid and enforce- 
able.*5 Thus, courts have recognized as effective clauses which pro- 
vided that the trustee shall be under no liability for investment 
losses occurring without “wilful default,” “malfeasance in office,”® 
“wilful fraud or neglect,”®® “gross neglect or wilful malfeasance”® 
and “gross negligence or wilful and intentional breach of trust.”7° 
Approval has likewise been given to provisions inserted in clauses 
giving the trustee powers of investment or retention of investments 
to the effect that he shall be under “no liability” for acts done in 





64 Scott, Trusts § 174.1 (1939); Bocert, Trusts anp Trustees § 541 (1946). 
REsTATEMENT, TRUSTS § 227, comment d; In re Busby’s Estate, 288 Ill. App. 500, 
6 NE. 2d 451 (1937); In re Baker’s Estate, 249 App. Div. 265, 292 N.Y. Supp. 
122 (1936). In re Stirling’s Estate, 342 Pa. 497, 21 A. 2d 72 (1941). 

65 On the general effect of exculpatory provisions see 42 Yate L. J. 359 
(1932); 26 Cornett L. Q. 165 (1940); 22 Va. L. Rev. 455 (1936); Restatement, 
Trusts § 222 (1935); Bocert, Trusts anp TrusTEEs § 542 (1946); Scorr, Trusts 
§ 222 (1939). The comparable question of exculpatory clauses limiting the lia- 
bility of corporate trustees under bond security indentures is omitted as not 
relevant to investment problems. See 42 Harv. L. Rev. 198 (1928); 31 Inu. L. 
Rev. 1060 (1937); 48 Yate L. J. 533 (1939); 19 Cornett L. Q. 171 (1934); 29 
Mica. L. Rev. 355 (1930); 36 Micu. L. Rev. 996 (1938); 37 Cot. L. Rev. 130 
(1937). 

66 New England Trust Co. v. Paine, 317 Mass. 542, 59 N.E. 2d 263 (1945), 
320 Mass. 482, 70 N.E. 2d 6 (1947). 

67 Gardner v. Squire, 38 Ohio L. Abs. 234, 49 N.E. 2d 587 (1942). 

68 In re Comfort’s Estate, 176 Misc. 807, 29 N.Y.S. 2d 166 (1941). 

69 In re Jarvis’ Estate, 110 Misc. 5, 180 N.Y. Supp. 324 (1920). 

70 Gouley v. Land Title Bank & Trust Co., 329 Pa. 465, 198 Atl. 7 (1938). 
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that connection’! or shall be excused for all such acts “done in 
good faith.””? The New York legislature, however, has taken the 
other view. A statute passed in 193673 provides that the attempted 
grant to an executor or testamentary trustee of exoneration from 
liability for failure to exercise reasonable care, diligence and pru- 
dence shall be deemed contrary to public policy and be void. 


Even though the approach of the courts has been that exculpa- 
tory clauses are valid and effective, it is clear that they will not 
perform the function of broadening the investment powers of the 
trustee. This is illustrated by In re Rushmore’s Estate.* The ac- 
count of trustees was attacked because of their investment in, and 
retention of, non-legals. They claimed to have authority to go out- 
side the legal list by virtue of a clause in the trust instrument di- 
recting that they were not to be held liable for any act done in good 
faith. The court held them liable. It said the exculpatory language 
did not enlarge their investment powers but only restricted liability 
for acts done in good faith within the powers and authority con- 
ferred on the trustees. Hence it did not protect them when they 
did not abide by the list of legals.’5 


The investing fiduciary, moreover, cannot rely on the general 
approval of exculpatory language as a protection against potential 
surcharge. There is an area of action in which such provisions will 
avail him nothing. The most succinct description of the area ap- 
pears in the Restatement of Trusts.’”® It states that an exculpatory 
clause is not effective to relieve a trustee if he acted in bad faith, 
or with intent to breach, or with reckless indifference to the bene- 
ficiary’s interest. Nor will such a clause permit the trustee to re- 
tain a profit he made from a breach of trust.’”? Most. of the courts 
seem to agree with these limitations whether they have considered 





71 In re City Bank Farmer’s Trust Co., 270 App. Div. 572, 61 N.Y.S. 2d 484 
(1946); Liberty Title & Trust Co. v. Plews, 6 N.J. Super. 196, 70 A. 2d 784 
(1950). , 

72 North Adams Bank v. Curtiss, 278 Mass. 471, 180 N.E. 217 (1932). 

73 N.Y. Laws 1936, c. 378, § 125 (Decedent Estate Law), as amended Laws 
1938, c. 392. It is clear from the statutory language that the act does not ap- 
ply to living trusts. Application of Central Hanover Bank & Trust Co., 176 
Misc. 183, 26 N.Y.S. 2d 924 (1941). 

7421 N.Y.S. 2d 526 (N.Y. Surr. 1940). 

75 The court cited with approval Scorr, Trusts § 222.1 (1939) and Bocerr, 
Trusts AND TrusTEES § 542 (1946). 

76 § 222. 

77In addition, an exculpatory clause may be disregarded or stricken out 
by reformation if its presence in the trust instrument is accounted for by fraud, 
overreaching or abuse of a fiduciary relation on the part of the trustee. Ibid, 
subsection (3); Jothann v. Irving Trust Co., 151 Misc. 107, 270 N. Y. Supp. 72 
(1934). 
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them together or separately.’® 

The general approval of and limitations upon exculpatory pro- 
visions give the courts a wide interpretive power in deciding wheth- 
er to surcharge the trustee. In the first place, was his act or omis- 
sion within the exempting language of the provision? Here the 
courts continue to adhere to the doctrine of “strict construction” 
of the clause.”? Secondly, was the act or omission of the trustee 
within the area in which it is deemed against policy to permit ex- 
culpation? 

In an Ohio case® a clause in the instrument stated that the 
trustee was not to be liable except for “malfeasance in office.” He 
retained some hotel bonds even though he may have had actual 
knowledge that the security for them was in a precarious condi- 
tion. The bonds became worthless. The court held that the trustee 
was not liable. It said, rather technically, that the loss resulted 
from the trustee’s failure or omission to act but not from malfea- 
sance, so the clause protected him. The court might well have con- 
sidered the question of whether the trustee had committed a reck- 
less or intentional breach of trust and hence should not be pro- 
tected as a matter of policy. However, the fact that the beneficiaries 
prepared the trust instrument carried great weight with the court. 

In Jarvis Estate*! trustees invested in rapid transit bonds early 
in 1916 and retained them until late 1918. The market had steadily 
declined due to war conditions, price and wage inflation and the 
act of the Government in granting fare and freight increases to 
the standard carriers under its control. The will exempted the 
trustees from liability except for “gross neglect or wilful malfea- 
sance.” The court nevertheless surcharged them with a portion 
of the loss. It said it was gross neglect to retain the bonds so 
long under such conditions. The result is somewhat questionable. 
The trustees might have been held to have failed to exercise or- 
dinary judgment and prudence and thus to have been protected by 
the exculpatory language, particularly in view of the reluctance of 
most courts to choose a point in a market disturbed by unusual 
conditions when the trustees should have sold.®*? 

Further illustration of the interpretive power is found in an 
early and leading American case.*’ The will exempted the trustees 


78 In re Kramer’s Estate, 172 Misc. 598, 15 N.Y.S. 2d 700 (1939); Gouley v. 
Land Title Bank & Trust Co., 329 Pa. 465, 198 Atl. 7 (1938); New England Trust 
Co. v. Paine, 317 Mass. 542, 59 N.E. 2d 263 (1945); Bocert, Trusts AND TRUSTEES 
§ 542, pp. 370 et seq. (1946). 

79 Farr v. First Camden National Bank & Trust Co., 4 N.J. Super. 89, 66 
A. 2d 444 (1949); Blauvelt v. Citizens Trust Co., 3 N. J. 545, 71 A. 2d 184 (1950). 

80 Gardner v. Squire, 38 Ohio L. Abs 234, 49 N.E. 2d 587 (1942). 

81110 Misc. 5, 180 N.Y. Supp. 324 (1920). 
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from any loss or damage except that occurring from “their own 
wilful default, misconduct or neglect.” The lower court surcharged 
them for loss in connection with the investment in some real estate 
bonds and mortgages. In reversing, the appellate court said, “It 
is quite clear that they cannot be held liable to replace the moneys 
lost through even an improvident or careless investment unless they 
have acted wilfully and have intentionally disregarded the rules 
which control and regulate the action of prudent and careful men 
in conducting their own business affairs.”* 

The conclusion seems justified that the language of the exculpa- 
tory clause is simply another factor to be weighed by the courts 
in deciding the question of surcharge according to what they be- 
lieve to be the equities of the particular case. 

Should a corporate trustee gain the same immunity from sur- 
charge under exculpatory clauses as would be given to an individual 
trustee in similar circumstances? Professor Scott says that there 
has been a “growing feeling” of late that the answer should be nega- 
tive.*5 Professor Bogert agrees, finding such clauses of “question- 
able ethical quality” when applied to a corporate trustee.*° Other 
writers have expressed comparable sentiments.®’? So far, there is 
little direct authority. The courts in a number of cases have in- 
ferentially answered the stated question in the affirmative by rec- 
ognizing the validity of exoneration provisions in cases which in 
fact involved corporate trustees.®* At least one court has held, when 
the point was squarely raised, that there is no distinction between 
the professional and the amateur. In New England Trust Co. »v. 
Paine,®® an exculpatory clause provided that the corporate trustee 
was not to be liable for “involuntarily losses” nor to make good to 
the estate anything lost except by its “own wilful default.” The 
trustee was guilty of a protracted delay in selling shares of the New 





84 Compare another leading American case decided the same year, Tuttle 
v. Gilmore, 37 N. J. Eq. 617 (1883) where a trustee who took second mortgages 
without proper investigation was held to have committed a wilful and inten- 
tional breach and hence derived no protection from a clause exempting him 
from liability except for “wilful and intentional breaches of trust.” 

85 Scott, Trusts § 222.3 p. 179 (1939). 

86 Bocert, Trusts AND TRUSTEES § 541 p. 362 (1946); Bocert, CasEs oN 
Trusts, 395n (2d ed. 1950). 

87 See Shinn, Exoneration Clauses in Trust Instruments, 42 Yate L. J. 359, 
374 et seq. (1932); Kramer, Effect of Exculpatory Clauses on the Liability of 
Corporate Trustees, 36 Micu. L. Rev. 996, 999 (1938). 

88 Farr v. First Camden National Bank & Trust Co., 4 N.J. Super. 89, 66 
A. 2d 444 (1949); Liberty Title & Trust Co. v. Plews, 6 N.J. Super. 196, 70 A. 
2d 784 (1950); Blauvelt v. Citizens Trust Co., 3 N. J. 545, 71 A 2d 184 (1950). 

89317 Mass. 542, 59 N.E. 2d 263 (1945); 320 Mass. 482, 70 N.E. 2d 6 (1947); 
Compare In re Clark’s Will, 136 Misc. 881, 242 N.Y. Supp. 210, 220 (1930), 
rev'd, 257 N. Y. 132, 177 N.E. 397 (1931). 
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Haven Railroad and had a disproportionately large investment in 
the securities of the Boston & Maine system. The court held that 
the trustee was not subject to surcharge. It said that the acts of 
the trustee were at most failures to exercise the degree of judg- 
ment ordinarily required, but did not amount to bad faith or to 
intentional breaches of trust. Hence the exculpatory language ex- 
onerated the trustee. The court admitted that the safeguards equity 
supplies for trust beneficiaries “should not be softened first for 
the benefit of trust companies and professional trustees who hold 
themselves out as fully conversant with the duties of trustees and 
fully competent to perform them.” But, it said, exculpatory pro- 
visions are, with certain limitations, valid and there is nothing in 
the law withholding their protection from a corporate trustee when 
it would be granted to an individual. 

The writers submit that the courts should hold it to be against 
public policy for a corporate trustee to avoid liability for a breach 
of trust through the presence of an exculpatory clause in the trust 
instrument. Surely there is a wide difference between the amateur 
trustee and the professional in this regard. The amateur is usually 
a relative or friend of the settlor, chosen for reasons of personal 
confidence or familiarity with family relationships. In such a case 
it is natural for the settlor to recognize that the fiduciary is a per- 
son of ordinary ability and to desire the administration of the trust 
not to be an undue burden. Accordingly, if exoneration provisions 
are placed in the trust instrument, it is perfectly proper to hold them 
effective within the limits previously indicated. The professionals, 
however, seek the business. Corporate trustees advertise or rep- 
resent that they specialize in fiduciary administration, employ ex- 
perts and have systems of checks and balances between their trust 
officers and their investment and other committees. It seems im- 
proper for them to seek to escape the responsibility which they 
have thus invited. 

One or two analogies for the result advocated do not seem too 
remote. In cases not involving exculpatory clauses, recognition has 
been given to the fact that corporate trustees who hold themselves 
out as having special skill and special facilities should be held for 
the skill and facilities they profess to have.® In the law of security, 
the doctrine of strictissimi juris, inherent in the situation of the in- 
dividual surety is held by the courts to be inapplicable to the cor- 
porate surety.®! It should therefore not require a statute to for- 
bid the shelter of exculpatory provisions to the professional trustee. 





90 See In re Allis Estate, 191 Wis. 23, 209 N.W. 945 (1926); Scorr, Trusts § 
174.1 (1939); Bocert, Trusts AND TrusTEES § 541 p. 360 (1946). 

91 The Royal Indemnity Co. v. The Northern Ohio Granite & Stone Co., 100 
Ohio St. 373, 126 N.E. 405 (1919); Meyer v. Building & Realty Service Co., 209 
Ind. 125, 196 N.E. 250 (1935); Forest City Building & Loan Assn. v. Davis, 192 
N.C. 108, 133 S.E. 530 (1926); Note, 12 A.L.R. 382 (1921). 
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Wuere THe Benericiary Consents To Or ACQUIESCES 
In THE BREACH 

A beneficiary who is not under a legal incapacity may be pre- 
cluded from surcharging a trustee for breach of an investment duty 
because of what may broadly be termed “consent.” Conceivably 
the courts might have hesitated to entertain consent of the bene- 
ficiary as a defense by the trustee. At least one of the main pur- 
poses of the average settlor in creating the trust is to substitute 
the judgment of the trustee concerning the investment and preser- 
vation of the estate for that of the beneficiaries. This purpose is 
frustrated if the trustee is permitted to escape liability when he 
either yields to the demands of the beneficiary or secures his con- 
sent, in making or retaining an improper investment. Nevertheless, 
the spectacle of a beneficiary turning on his trustee with a demand 
for surcharge after he has approved the breach is not an attrac- 
tive one. Therefore the courts have chosen to permit the defense 
with strict limitations as to the capacity and knowledge of the bene- 
ficiary and the conduct of the trustee.” 
_ The consent of the beneficiary may have been given before or 
at the time of the breach,” or after the breach.%5 In the former situa- 
tion the common basis of refusing surcharge is “estoppel,” or the 
“clean hands doctrine.” In the latter, the result is said by Pro- 
fessor Bogert to be grounded on ratification, although here, too, the 
courts frequently speak in terms of estoppel.°”? In most cases where 
there is ratification, the elements of estoppel are present, for normal- 





92 Especially is this true in the spendthrift trust cases. Yet even there the 
beneficiary may be precluded from holding the trustee on the basis of “con- 
sent”. See Scott, Trusts § 216.1 (1939). 

93 See generally, RestaTEMENT, Trusts §§ 216-219 (1935); Bocertr, Trusts 
AND TRUSTEES §§ 941-944 (1946); Scorr, Trusts §§ 216-219 (1939). 

94 Blauvelt v. Citizens Trust Co., 3 N.J. 545, 71 A. 2d 184 (1950); Washing- 
ton Loan and Trust Co. v. Colby, 108 F. 2d 743 (D. C. Cir. 1939); Mann v. Day, 
199 Mich. 88, 165 N.W. 643 (1917); Baker v. Thompson, 181 App. Div. 469, 168 
N. Y. Supp. 871 (1918); In re Mattison’s Will, 17 N.Y.S. 2d 734 (1940); Restrate- 
MENT, Trusts § 216 (1935); 19 Minn. L. Rev. 347 (1935); Unrrorm Trusts Act 
§ 18. 

95 Washington Loan and Trust Co. v. Colby, 108 F. 2d 743 (D.C. Cir. 1939); 
Alexander v. Kotzen, 19 N.Y.S. 2d 400 (1940); In re Walton’s Estate, 348 Pa. 
143, 34 A. 2d 484 (1943); 348 Pa. 143, 34 A. 2d 484 (1943); Rodick v. Piner, 120 
Me. 160, 113 Atl. 45 (1921); Blauvelt v. Citizens Trust Co., 3 N. J. 545, 71 A. 2d 
184 (1950); 14 So. Cau. L. Rev. 355 (1941); Restarement, Trusts § 218 (1935). 

96 In re Wildenburg’s Estate, 117 Misc. 49, 29 N.Y.S. 2d 896 (1941); Boon v. 
Hall, 76 App. Div. 520, 78 N. Y. Supp. 557 (1902); Bocerr, Trusts AND TRUSTEES 
§ 941 (1946). See cases cited in note 95, supra. 

97 Bocert, Trusts AND TRUSTEES § 942 p. 146 (1946); In re Wildenburg’s 
Estate, 117 Misc. 49, 29 N.Y.S. 2d 896 (1941); Pollack v. Bowman, 39 N.J. Eq. 
47, 49 A. 2d 40 (1946); Liberty Title and Trust Co. v. Plews, 6 N. J. Super. 196, 
70 A. 2d 784 (1949), 6 N.J. 28, 77 A. 2d 219 (1950). 
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ly after ratification the trustee in reliance either acts positively or 
fails to take steps to repair the breach. Professor Scott, on the 
other hand, supports the cases involving post-breach consent on the 
theory that the beneficiary has made an election of remedies to 
affirm the transaction, rather than set it aside.” It is believed un- 
necessary to choose between these points of view for the decisions 
amply demonstrate that it is an adoption of a course of action by 
which the beneficiary is bound. A beneficiary may also be pre- 
cluded from objecting to a breach on the basis of contract or re- 
lease of his right of action.!© 

It is frequently stated that a competent beneficiary who with 
full knowledge of the facts and of his legal rights expressly con- 
sents to or affirms an investment by the trustee cannot, in the ab- 
sence of fraud, thereafter question its propriety.!°' When the basis 
of consent is a release of the trustee he must, in addition, show 
the fairness of the transaction and adequate consideration.'°? Simi- 
larly, where consent is urged as a defense and the breach com- 
plained of is a sale of property by the trustee to himself, the last 
two factors must be shown.!°% This is but another application of 
the rule that a trustee who dealt for himself with his beneficiary 
must prove that he acted not only in utmost good faith and after 
full disclosure, but fairly.!* 

The requirement that the beneficiary have full knowledge of 
his legal rights is an extraordinary one and somewhat difficult to 
prove. Perhaps it may be more accurately stated as requiring that 
the beneficiary either know or should know of his rights.!°° How- 





98 BocerT, TRUSTS AND TRUSTEES § 942 p. 146n (1946). 

99Scorr, Trusts § 218 (1939). See Bocert, Trusts AND TRUSTEES § 945 
(1939) for criticism. 

100 In re Peck’s Estate, 323 Mich. 11, 34 N.W. 2d 533 (1948); Riggs v. Lowree, 
189 Md. 437, 56 A. 2d 152 (1947); Burns v. Skogstad, 69 Idaho 227, 206 P. 2d 
765 (1949); ResTaTeMENT, Trusts § 217 (1935). 

101 In re Clabby’s Estate, 338 Pa. 305, 12 A. 2d 71 (1940). See also Mer- 
chant’s National Bank of Aurora v. Frazier, 329 Ill. App. 191, 67 NE. 2d 611 
(1946); Liberty Title and Trust Co. v. Plews, 6 N. J. Super. 196, 70 A. 2d 784 
(1949), 6 N.J. 28, 77 A. 2d 219 (1950); Pennsylvania Co. Etc. v. Gillmore, 142 
N. J. Eq. 27, 59 A. 2d 24 (1948); Burns v. Skogstad, 69 Idaho 227, 206 P. 2d 765 
(1949); Bocert, Trusts AND TrusTEES §§ 941, 943 (1946); Scorr, Trusts § 216 
(1939). 

102 Ingram v. Lewis, 37 F. 2d 259 (10th Cir. 1930); Wool Growers Service 
Corporation v. Ragan, 18 Wash. 2d 655, 140 P. 2d 512 (1943), rehearing denied, 
141 P. 2d 875 (1943). 

103 Bocert, TRUSTS AND TRUSTEES § 942 p. 140 (1946). 

104 Goldman v. Kaplan, 170 F. 2d 503 (4th Cir. 1948); In re Dawes’ Estate, 
12 N.Y.S. 2d 6 (N.Y. Surr. 1939); Liberty Title and Trust Co. v. Plews, 6 N. J. 
Super. 196, 70 A. 2d 784 (1949), 6 N. J. 28, 77 A. 2d 219 (1950); Scorr, Trusts § 
216.3 (1939). 

105 Pennsylvania Co., Etc. v. Gillmore, 142 N.J. Eq. 27, 59 A. 2d 24 (1948). 
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ever, the courts appear to place little emphasis on this factor in 
the actual decision of the cases, and seem to assume that if the 
beneficiary is competent and knows all of the relevant facts, he is 
cognizant of his legal position. The real elements, therefore, which 
control the decisions of the courts are the beneficiary’s knowledge 
of the facts and his approval or assent.!% 

Knowledge on the part of the beneficiary may of course be 
shown by written!’ or oral evidence'* or implied from the cir- 
cumstances of the case. Proof that the beneficiary received month- 
ly statements which contained an account of principal and income 
has been held to be a sufficient showing of knowledge.’ But in 
another case it was held that the mere fact that the beneficiaries 
were informed of the investments by an annual statement was not 
sufficient.'!° The receipt of income by the beneficiaries without ob- 
jection to the non-legal securities which were its source did not 
create an estoppel when the trustee failed to show affirmatively that 
the beneficiaries were competent and aware of the facts.'!! A simi- 
lar problem may arise as a result of an accounting by the trustee. 
Thus, in Isham v. Union County Trust Co.,!!? the trustee field an 
account in 1940, which was approved by the court. Exceptions 
were made to a second account filed in 1949 on the ground that 
the trustee prior to 1940 had been guilty of self-dealing in buying 
certain mortgages. The court said that the fact that the vouchers 
of the 1940 account, if examined, would have revealed the chal- 
lenged transactions, was not enough in the absence of disclosure 
by the trustee or other circumstances which would put the bene- 
ficiary on notice. 

Assuming that knowledge is shown, the courts find the require- 
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NE. 2d 611 (1946). 

111 Paul v. Girard Trust Co., 124 F. 2d 809 (7th Cir. 1941). 
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Solomon’s Will, 175 Misc. 64, 23 N.Y.S. 2d 72 (1940). 
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ment of approval or assent in various acts of the beneficiary. Ex- 
press assent, either written'!5 or oral,'!* is, of course, the desired 
objective of the trustee. While the courts are not all in accord, 
usually assent is not found in mere failure to object!!5 unless the 
circumstances placed the beneficiary under a duty to speak.''® As 
the New Jersey court put it, to find assent in such failure, the bene- 
ficiary must be shown to have acted deliberately in not objecting 
to an investment to which he knew he could object.'!” In any event, 
failure to object may continue so long that the beneficiary is barred 
on the basis of laches, especially if the trustee acts to his detri- 
ment.!!8 If failure to object is combined with receipt of benefits, it 
is generally held that assent has been given.'!? In the cases which 
depend on estoppel, assent may be retracted at any time before the 
trustee has acted to his detriment.!° 


If there are several beneficiaries,!*! or if there are successive 
beneficiaries, consent is operative only against those who have in 
fact assented. In Dodge’s Estate!*? the life beneficiary approved an 
improper investment but remaindermen did not. A loss resulted. 
The trustee was forced to replace the value of the investment in 
the trust estate for the benefit of the remaindermen but any income 
arising therefrom belonged to the trustee rather than to the life 
beneficiary who had approved the investment. This is not so, how- 
ever, if the consenting beneficiary and the non-consenting bene- 
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ficiary are in privity,'?3 or if the non-consenting beneficiary in any 
way derives title from the consenting beneficiary.'*4 An unusual 
application of this principle occurred in City Bank Farmers Trust 
Co. v. Cannon.'25 The settlor created a trust naming herself life 
beneficiary and reserving powers to revoke and amend, with re- 
mainder over to her five named children. She consented to the 
improper retention of certain shares of stock. A loss occurred. 
The court held that the settlor’s consent precluded the children 
from complaining since the reservation of the powers made her in 
substance the owner of the property. 

In the consent situation, then, the courts, “while not departing 
from the fundamental rule of strict responsibility, excuse a trustee 
from the consequences of an act done fairly and in good faith if it 
has been done with the consent of the beneficiary, who was sui juris, 
fully acquainted with the relevant facts and his legal rights, and was 
not improperly influenced by the trustee.”!?6 


Wuere THE BrEACHING TRUSTEE SEEKS TO 
Ba.vance Loss AcaAinst GAIN 


“If A holds a dog and a cat on trust for B, and in breach of 
trust loses the cat, it will be no answer to B’s claim to produce the 
dog and a litter of puppies.!2”7 This quaintly illustrates the well 
settled doctrine that a fiduciary cannot balance losses against gains: 
if he has incurred a loss through a breach of trust he cannot satisfy 
or reduce his liability by a gain from another breach of trust nor by 
a gain from another transaction which is not a breach.!”8 Thus, if 
the trustee breaches his duty with respect to one investment he 
must stand the surcharge for a resulting loss even though the estate 
has profited from other investments, proper or improper. 

The basic reason for this harsh result seems to be one of deter- 
rence, i.e., to remove the temptation from trustees in general to 
breach their trusts by emphasizing the fact that it will be a losing 





123 In re Bunker’s Estate, 183 Misc. 523, 49 N.Y.S. 2d 619 (1944). 
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pare In re Post’s Estate, 56 Ohio L. Abs. 240, 91 N.E. 2d 698 (1949). 
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Bocert, Trusts AND TrusTEEs § 702 (1946); Scott, Trusts § 213 (1939); Penn- 
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proposition.!*° In this respect, it has a kinship with the loyalty rule 
where “uncompromising rigidity”!5° has been the pattern. Indeed, 
it has frequently been explained as another application of the loyalty 
principle. It is said that the trustee must act properly with respect 
to each investment; so the gain in each case belongs to the trust 
estate and the trustee cannot be permitted to reap a personal ad- 
vantage by using it to offset his liability for loss.'*! 

The rule has not, however, been free from attack. It has been 
stoutly contended that the trustee should be permitted to balance 
losses against gains made from separate but substantially contem- 
poraneous improper investments, regardless of the intent of the 
trustee; that if the improper investments are separated by intervals 
of time the general rule should be applied only where deterrence 
would protect the estate from risk, as where the trustee wilfully 
misappropriates trust property, hazards it for his own benefit or 
knowingly breaches his trust; and that it should not be applied when 
it would not forestall the risk, as where the trustee acts honestly 
and in ignorance of any wrongdoing.'*? The chief weakness of this 
rather appealing thesis is found in the fact that it would place a 
trustee in a better position if his first investment is in breach of 
trust than if it is not, for obviously a trustee is not allowed to use 
a loss from breach to reduce a gain made from an authorized act.!55 

The severity of the general rule that a trustee cannot ordinarily 
balance losses against gains is tempered by the limitation that he 
may do so if the profit and loss occur as part of the same general 
transaction. “Where there is only one transaction equity simply 
watches through all its vicissitudes and adjusts accounts according 
to the final result.”54 Or, in the words of the Restatement, “if the 
breaches of trust are not distinct, the trustee is accountable only 
for the net gain or chargeable with the net loss. . . .””!35 

What will constitute one general transaction? When are the 
breaches of the trustee “not distinct”? Each case must, of course, 
stand on its own facts!°* but a number of fact situations which have 





129 See Scott, Trusts § 213.1 p. 1137 (1939). 
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factors which may be of importance in determining whether the breaches are 
distinct. 
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been judicially approved are included in the Comments to the 
Restatement. There is but one transaction (1) where a single prop- 
erty has been bought for a lump sum and sold in parts, some at a 
profit and some at a loss;!57 (2) where the improper investment is 
in stock and the trustee receives stock dividends or rights which are 
sold;!38 (3) where the trustee buys securities to protect securities 
improperly retained;'3? (4) where the trustee wrongfully pledges 
trust property with a broker to secure a margin account which he 
uses for speculation with varying success,'*° (5) where the trustee 
breaches by carrying on the business of the testator, first making 
profits and then losses;'4! and (6) where an improper investment 
or reinvestment passes through a number of stages, some of which 
are profitable and others are not.!4? 

Although governed by similar considerations, the “same gen- 
eral transaction” problem is somewhat more difficult when the 
breaches by the trustee do not involve purchase or manipulation of 
investments but only improper retention. In McInnes v. Goldth- 
waite,'43 an executor appointed in 1931 was under the duty of pay- 
ing minor bequests and turning over the bulk of the estate to trus- 
tees for charity. All of the properties were readily marketable. 
Among them were fifteen securities which were non-legals. He de- 
layed selling or transferring the property to the residuary trust for 
some twelve years. His excuse was his erroneous impression that 
he was privileged to wait for a demand by the residuary trustees. 
As of the date of disposition, compared with the value one year after 
the executor’s appointment, when presumably he should have sold, 
two of the securities showed a loss. The remaining thirteen showed 
such a large profit that the value of all fifteen had approximately 
doubled. The New Hampshire court held that it was improper to 
surcharge the executor with the loss on the two securities. It found 
that he had acted in good faith and said that there was but one 
breach of trust with respect to all fifteen securities. He was ac- 
countable only for the net gain because he had “followed a settled 
and consistent policy concerning the securities left by the deceased, 





137 See MacBryde v. Burnett, 132 F. 2d 898, 901 (4th Cir. 1942); Restrate- 
MENT, TRUSTS § 213, comment f (1935). 

138 Creed v. McAleer, 275 Mass. 353, 175 N.E. 761, 765 (1931); REsTATEMENT, 
Trusts § 213, comment g (1935). 

139 Lacey v. Davis, 5 Redfield Surr. 301 (N.Y. 1882); REstaTEMENT, TRUSTS 
§ 213, comment h (1935). 

140 English v. McIntire, 29 App. Div. 439, 51 N.Y. Supp. 697 (1898); Re- 
STATEMENT, Trusts § 213, comment i (1935). 

141 Heathcote v. Hulme, 1 Jac. & Walker 122 (1819); Restatement, Trusts 
§ 213, comment j (1935). 

142 Baker v. Disbrow, 18 Hun. 29 (1879), aff'd. 79 N.Y. 631 (1880); Restats- 
MENT, Trusts § 213, comments k and | (1935). 

143 94 N.H. 331, 52 A. 2d 795 (1947). 
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which as a whole resulted advantageously. . . .Whatever the plain- 
tiff’s reason for delaying his accounting, his one policy of holding 
the securities during the economic depression of the thirties not only 
resulted in practically doubling their worth from the time of one 
year after his appointment but yielded a very substantial profit 
over the inventory values.” 

A court could hardly fail to take note of the apparent greed of 
beneficiaries who seek more than the net gain on facts like these.'* 
Nevertheless, if the McInnes case is considered apart from its de- 
pression setting, it is difficult to sustain it on principle. While the 
pursuance of a “single policy” by the breaching trustee is admittedly 
a factor which may be weighed in deciding whether his acts were 
part of one transaction or not,!*5 it is doubtful whether inaction alone 
constitutes such a policy. Even assuming it does, mere delay with 
respect to different securities does not seem to be a thread substan- 
tial enough to tie the conduct of the trustee into one general trans- 
action. A consistent habit of breaching one’s trust will not do. 
Uniform procrastination affecting a number of independent invest- 
ments can scarcely stand in a better light. 

In Buck’s Will'** an executor received from himself as commit- 
tee of the property of the testatrix a number of different securities, 
including several non-legals. He ultimately converted all of the 
securities, realizing a substantial net profit. The court found, how- 
ever, that he had delayed unreasonably in converting a railroad 
bond and some utility and automotive stocks. It surcharged him 
with the losses caused by the retention of these securities and re- 
fused to permit him to reduce the losses by gains made through the 
retention, proper or improper, of the other securities. The court 
said, “A trustee who is liable for a loss resulting from a breach of 
trust with respect to one portion of the trust property cannot reduce 
his liability by reason of a gain with respect to another portion of 
the trust property occasioned by a separate and distinct breach of 
trust. The retention of trust property, some of which has been sold 
at a loss, and the balance of which has been disposed of at a profit, 
is within the application of this rule.” 

The New York court did not consider whether the fiduciary 
pursued a “single policy” of delay. He had simply held the various 





144Since the McInness case involved a charitable trust, the accounting 
was sought by an Attorney General and others. See In re Porter’s Estate, 5 
Misc. 274, 25 N. Y. Supp. 822 (1893) where a fiduciary delayed selling various 
speculative securities because of high income returns. The court said it did 
not accord with its “notions of equity” to allow the beneficiaries more than 
the net gain. 

145 See RESTATEMENT, Trusts § 213, comment e (1935). 

14655 N.Y.S. 2d 841 (N.Y. Surr. 1945). 
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securities beyond a reasonable time. If that alone constitutes a 
“policy,” he had one. 

The Restatement at first appears to support a view at variance 
with the McInnes decision. It says: “If the trustee originally re- 
ceives as a part of the trust estate several securities which are not 
proper trust investments and which he is under a duty to sell, and 
he sells none of them, and some of them appreciate in value and 
others depreciate, the beneficiary is entitled to the profit accruing 
on those which appreciate and can hold the trustee liable for a loss 
on those which depreciate.”!4” 

However, subsequently a caveat is inserted: “No opinion is ex- 
pressed on the question whether the trustee can offset profits 
against losses when in pursuance of a single policy he has improper- 
ly delayed selling securities of the same character received by him 
as a part of the trust estate, and subsequently sells some at a profit 
and others at a loss; as for instance where he receives shares of a 
particular corporation or shares of stock of similar corporations 
which it is his duty to sell within a year and which he sells after 
the expiration of a year, some at a profit and others at a loss.”!48 

It will be noted that the caveat does not state that delay without 
more constitutes a “single policy.” Indeed, the two quotations when 
read together infer quite the opposite. Further, it is possible that 
the doubt expressed in the caveat is confined to a situation where 
the securities are similar in nature, e.g., utilities or railroads or auto- 
motives, and does not apply to a mixed portfolio. 

At any rate, it is the view of the writers that the McInnes case 
is supportable only when considered in its depression setting. It is 
another instance where a court has been reluctant to surcharge a 
fiduciary who acted in good faith and, on the whole, did a creditable 
job during a period of great economic stress. 





147 Comment a, p. 594 (1935). 
148 p, 599. 














Reserves Against the Depreciation of Real 
Property Held by a Trustee 
C. ALEXANDER CAPRON* 


We live in an age of changing law. We have seen familiar and, 
what we had come to regard as firmly established, legal concepts 
give way to new approaches deemed more in keeping with the 
needs of a society. Therefore, it should cause no particular surprise 
or concern that this subject has been forced upon our attention. 

For many years, neither trustees holding real property nor 
their counsel gave any thought to this subject, believing that it was 
a settled doctrine that, in the absence of some clear direction to do 
so, they were not required, nor were they permitted to set up out 
of income a reserve against the depreciation of real property, con- 
veyed or devised in trust. 

A re-examination of the subject has, however, been forced upon 
us by judicial utterances: Doubtless these have been induced by 
the uniform practice of deducting depreciation allowances in the 
compilation of income taxes, and the more accurate approach of 
accountancy to the determination of true income. 

The United States Supreme Court has furnished a convenient 
definition of depreciation, which we may adopt for the purposes of 
this discussion. 

Broadly speaking, depreciation is the loss, not restored 

by current maintenance, which is due to all the factors 

causing the ultimate retirement of the property. These 

factors embrace wear and tear, decay, inadequacy and ob- 


solescence.! 
The conception of depreciation is more readily apprehended if 


we consider a manufacturing machine. It is now well recognized 
that sooner or later such a machine will be retired. Such retirement 
may result from any number of reasons entirely disconnected with 
the question as to whether it has been duly maintained and all 
needed repairs have been made. A graphic example of this will be 
found in the manufacture of textiles. Many textile manufacturers 
have retired looms because new looms of a later type substantially 
cut labor costs. Doubtless, the old looms, with proper maintenance, 
could have continued to operate for many years and would have 
been capable of producing excellent goods; but they were rendered 
obsolete by advances in the art. “Depreciation accounting seeks 
two ends: (1) to provide the retirement cost of assets whose useful 
life has expired, and (2) to correctly allocate this cost to the various 
accounting periods.”? 

*Of the firm of Mitchell, Taylor, Capron & Marsh; Member N. Y. Bar. s 


1 Lindheimer v. Illinois Telephone Company 292 U.S. 151, 167 (1933). 
2 Freeman, Public Utilities Depreciation, 32 Corn L.Q. 4 and 412 (1946). 
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Depreciation of a building upon real property may, therefore, 
be defined as the loss, not restored by current maintenance, which 
is due to all the factors causing the ultimate retirement of the build- 
ing, including wear and tear, decay, inadequacy and obsolescence. 

In the law of trusts, buildings have never been classified as 
wasting assets. However, in a recent law review note, the author 
stated: “Although the deterioration of buildings is less apparent 
than that of wasting assets, the distinction appears to be one of de- 
gree rather than of kind so that the same principles should apply.” 
Doubtless, it is accurate to state that deterioration in buildings does 
occur; but it does not follow that the rules relating to wasting assets 
should be applied to buildings, for differences in degree may be so 
great as to require separate treatment and consideration. 

The courts have heretofore recognized such a distinction. Said 
Professor Austin W. Scott, “Wasting property includes such prop- 
erty as leasehold interest; royalties; patent rights; interests in things 
the substance of which is consumed such as mines, oil and gas wells, 
quarries and timber lands; interests in things which are consumed 
in the using or are worn out by use, such as machinery and farm 
implements. The common element in the case of all such property 
is that its value will necessarily depreciate or be destroyed .... the 
courts have not fully recognized the principle as applied to some 
types of property such as buildings not used for business purposes.’ 

If it be true that the courts have placed real property and wast- 
ing assets in different categories, and promulgated different rules 
with respect to each, we should not be overly concerned with the 
law relating to property recognized as “wasting”. However, the 
development of the law relating to wasting property illuminates and 
helps to clarify the reasons why, over a period of many years, the 
court refused to require and would not even permit a trustee to 
set up a reserve out of income against the depreciation of real 
property. 

The important factor here to consider is the wide difference be- 
tween the theory as toe wasting property, and the practical applica- 
tion of that theory. 

That theory is clearly set forth in the Restatement of Trusts. 

Unless it is otherwise provided by the terms of the 
trust, if property held in trust to pay the income to a bene- 
ficiary for a designated period and thereafter to pay the 
principal to another beneficiary is wasting property, the 
trustee is under a duty to the beneficiary who is entitled to 

the principal, either 

(a) to make provision for amortization, or 

(b) to sell such property.5 





360 Harv L. Rev. 952 (1947). 
4Scorr, Trusts § 239 (1939). 
5 RESTATEMENT, Trusts § 239 (1935). 
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This rule is derived from the 1802 decision of the House of 
Lords in Howe v. Earl of Dartmouth,® which held that where per- 
sonal property is given generally, or under a residuary bequest, to 
a tenant for life with remainder over, the court, in the absence of 
language to the contrary, will presume that the testator intended 
that the life tenant and the remainderman should enjoy his bounty 
equally and not that the property should be swallowed up by the 
life tenant’s use, leaving little or nothing to the remainderman, and 
hence it would not permit the life tenant to enjoy the property in 
specie, but would order the sale of so much of the property as was 
of a wasting nature, the proceeds to be invested in permanent se- 
curities, and the life tenant to be given only the interest therein. 

Where this doctrine is applied and the wasting property is sold 
immediately, the trustee must invest the proceeds in such securities 
as are proper for trust investments, and these securities are there- 
after treated as the principal. Where there is delay in the sale, the 
income during the delay is added to the proceeds of sale and an ap- 
portionment to determine the amount of the permanent principal 
is made by ascertaining the amount which, with interest thereon at 
the current rate of return on trust investments for the period of 
the delay, would equal the amount actually received. Where, how- 
ever, the property produces an income, a sale is not necessary, as 
the trustee may set aside as a fund for amortization so much of the 
income as is necessary to prevent the value of the principal from 
depreciating.’ 

While accepting the-theoretical correctness of this rule with 
respect to wasting property, the courts have recognized that it is 
subject to and must give way to the testator’s or settlor’s intention, 
if that can be ascertained, and that theoretical niceties must never 
be permitted to defeat such intention. 

An examination of the authorities in which this question has 
been considered indicates that the courts entertain grave doubts 
as to how far testators or settlors may be deemed to have understood 
this theoretical rule and to have established trusts with the under- 
standing that it would be applied in their administration. 

Since the rule was promulgated, the English as well as some 
American courts have been sympathetic to the claims of life bene- 
ficiaries that the application of the rule would contradict the true 
intention of the testator, and have accepted as evidence of such in- 
tention a mere discretionary authority to retain the wasting prop- 
erty as an asset of the trust, if the beneficiary were dependent upon 
the testator or was one of the chief objects of his bounty.® 





67 Ves. Jr. 137, 32 Eng. Reprint 56, 25 Eng. Rul. Cas. 29. 
7 See Scorr, Trusts § 241.4, p. 1378 (1939). 
8 Matter of James, 146 N.Y. 78 (1895). 
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The attitude of some courts has been to allow even slight in- 
dications of a contrary intent to prevent the application of the gen- 
eral rule.’ In a 1912 New York decision,!° the court, in view of a 
clause in the will which, while not applicable to the property in 
question, provided that no part of the income of the securities should 
be reserved for the benefit of the remainderman to make good the 
wearing away of premiums paid for them, attributed to the testator 
an intention that the life tenant should enjoy the whole of the in- 
come from leaseholds, without retention of any part for the benefit 
of the remainderman. 

An intention of the settlor to permit the trustee to retain wast- 
ing investments and to pay the whole of the receipts to the life 
beneficiary has often been found from the terms of the instrument 
as interpreted in the light of all the circumstances. Among such 
circumstances!! are: (a) the specific mention in the instrument of 
the property, particularly where it is known to the settlor to be 
wasting property!” and especially where it comprises the whole of 
the trust property; (b) a direction or permission in the instrument 
to retain the property’. although no specific provision is made with 
respect to the receipts from the property;'* (c) the relatively small 
value of the wasting property in comparison with the whole prop- 
erty; (d) the relatively small amount of income from the wasting 
property in comparison with the income from the whole trust prop- 
erty; (e) the purposes of the trust including the relationship be- 
tween the settlor and the various beneficiaries;'5 (f) the fact that 
the settlor in dealing with the property prior to the creation of the 
trust has dealt with the receipts as income.!® 





977 AL.R. 753, 774 (1932). 

10 Frankel v. Farmers’ Loan and Trust Co., 152 App. Div. 58, 136 N.Y. 
Supp. 703, aff'd, 209 N.Y. 553, 103 N.E. 1124 (1913), later appeal in 168 App. 
Div. 634, 154 N.Y. Supp. 363 (1915). 

11 ResTaATEMENT, Trusts $ 239 Comment e. (1935). 

12 Knox’s Estate, 328 Pa. 177, 195 Atl. 28 (1937) (stock in a mining cor- 
poration). , 

13In re Koffend, 218 Minn. 206, 15 N.W. 2d 590 (1944) (direction to retain 
the investment in a corporation which had set up a depletion reserve to re- 
place capital invested in oil wells); cf. Industrial Trust Co. v. Parks, 57 R.I. 363, 
190 Atl. 32 (1937) (right to hold the investment interpreted as an intention 
merely to relieve the trustee from any liability). 

14In some cases a direction to give the life tenant the “rents” or “divi- 
dends” has been held to indicate an intention that the life tenant should receive 
the full income, but in others no significance favorable to the life tenant has 
been attached thereto. 77 A.L.R. 753, 775 (1932). 

15 Re Hopkins’ Estate, 171 Misc. 910, 14 N.Y.S. 2d 71 (1939), noted in 40 
Cot. L. Rev. 544, 547 (1940). 

16 See Re Hopkins’ Estate, 171 Misc. 910, 14 N.Y.S. 2d 71 (1939), where the 
court said that substantially all of these six factors were present in that royal- 
ties case. 
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That the rule of Howe v. Dartmouth is viewed with disfavor 
by some courts is indicated by the strictness with which they regard 
the limitations of the holding. Its application is restricted to prop- 
erty given under only a general or residuary bequest.'’? Further- 
more, there is a decided tendency on the part of the courts to treat 
mining property as an exception to the rule.'* In other cases the 
view is taken that in the absence of a direction to sell or to make 
provision for amortization the trustee is not under a duty to do 
either.'!? Where the trust estate at its creation includes bonds which 
sell at a premium at the time of the creation of the trust, the trustee 
has no duty to sell the bonds or set aside an amortization fund.”° 
Professor Scott advocates that even where bonds are purchased at 
a premium by the trustee, amortization should not be required.?! 

It may be noted in passing that, when a power of sale is found 
to be purely discretionary and that the trustee is, therefore, au- 
thorized either to sell or to retain the wasting property, and have 
further determined that until the power is exercised all the income 
from the wasting property is to be treated as income of the life 
beneficiary, the courts have thus converted a merely administrative 
power into a power of appointment to the life beneficiary or re- 
mainderman over an amount equal to the depreciation value of the 
wasting property. Obviously, such a result would hardly have been 
achieved had the courts believed that the theoretical rule would ef- 
fect the testator’s or settlor’s actual intention. 

The courts which have refused to apply the theoretical rule, 
requiring the establishment of a reserve against depreciation out of 
the income from wasting property, doubtless indicate the real basis 
for the rule, which until recently was believed firmly established, 
that a trustee is not required and will not be permitted to establish 
out of income from real property a reserve against the depreciation 





17 Britt v. Smith, 86 N.C. 305 (1882) (universal legacy); Re Hilliard, 164 
Misc. 677, 299 N.Y. Supp. 788 (1937), aff'd, 254 App. Div. 879, 5 N.Y.S. 2d 92 
(1938), rehearing denied, 255 App. Div. 781, 7 N.Y.S. 2d 111 (1938) (specific 
bequest). 

18170 A.L.R. 133, 142 (1947); Scorr, Trusts § 239.3 (1939). 

19 Dexter v. Dexter, 274 Mass. 273, 174 N.E. 493 (1931). Testatrix devised 
her residue in trust to pay the income to her husband for life. This residuary 
trust included the right to receive the income from a trust created by anoth- 
er, which was payable to the estate of the testatrix during her husband's life; 
held: the husband was entitled to the full income without apportionment of a 
part to the capital of the residuary trust. 

20 Boston Safe Deposit & Trust Co. v. Williams, 290 Mass. 385, 195 N.E. 393 
(1935). 

21 Scorr, Trusts § 239.2, p. 1338 (1939); Ohio General Code section 8509-20 
provides that a trustee is not required to, but may, amortize such premiums; 
see also N. Y. Pers. Prop. Law § 17-d (1942), and Dex. Rev. Cove 1935, c. 117, 
§ 35 A, as amended by Laws 1941, p. 991. 
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of that property. As will be seen from an examination of the authori- 
ties upon this subject, the courts have been of the opinion that the 
establishment of such reserves would defeat the testator’s or set- 
tlor’s intention. 

We shall consider later the question as to whether such changes 
have occurred since the rule was established as to lead to the con- 
clusion that the basis for the rule is no longer sound. 

Before turning to a discussion of the authorities upon the sub- 
ject of reserves against depreciation of real property, we would 
emphasize that the depreciation of which we speak is entirely sep- 
arate and apart from that which may be restored through ordinary 
repairs, or the installation of improvement, such as new roofs or 
machinery whose usefulness is of limited duration. There is set 
forth in a note the rules upon these subjects, as well as those re- 
lating to reserves out of current income to provide for anticipated 
expenses, to pay for which the trustee may have no other source.?? 





22 In Restatement of Trusts § 233 (1935), Comments i, j, k and I, the follow- 
ing propositions are stated: 


“The cost of putting into tenantable repair premises which were not 
in such repair when received by the trustee, whether originally acquired 
by the trustee as part of the trust iguat 4 at the time of the creation of 
the trust or subsequently acquire him, is payable out of principal; 
a the cost of thereafter keeping the premises in repair is payable out 
of income.” 

“Although the cost of keeping in tenantable repair property held as 
part of the principal is payable out of income, the cost of improvements 
when properly incurred by the trustee . . . is payable out of principal. 
Similarly special assessments levied against trust property for improve- 
ments are payable out of principal.” 

the improvements are a, in character, the principal is 
benefited, the effect being merely to substitute one form of principal for 
another. It is therefore fair that the cost for improvements should be 
paid for out of principal without amortization. While the beneficiary en- 
titled to the income may receive a benefit from the improvements in the 
form of increased ren this is balanced by the fact that he no longer 
seamen Baye from that part of the principal which is expended in 

<a the improvements.” 

the improvements are not permanent in character but the probable 
life of the improvements is limited in duration, although the cost of the 
improvements is payable out of principal, the trustee is under a duty to 

beneficiary entitled in remainder to amortize the cost of such im- 
provements out of income, in accordance with such reasonable plan as he 
may adopt .... The result is that if the trust does not terminate before 
the end of the probable life of the improvements, the whole cost of the 
improvements will be paid out of income. This is fair because the bene- 
ficiary entitled to the income gets the full benefit of the improvements 
and the remainderman gets no benefit. On the other hand, if the trust 
terminates prior to the end of the probable life of the improvements, the 

iyments from income will cease on the termination of the trust. This is 
air because the beneficiary entitled to the income has not received the 
full benefit from the improvements but the remainderman receives a part 
of the benefit.” 

In dealing with these questions, the courts have been prone to approach 
them in a practical, if slightly inconsistent manner, rather than on a strictly 
theoretical basis. Thus it appears that while various parts of a building, such 
as new elevators, new boilers or the like are regarded as temporary improve- 


ments, Matter of Adler, 164 Misc. 544, 299 N.Y. Supp. 542 (1937) a whole 
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The decision which required reconsideration of this subject 
was that of the late Hon. Francis D. McGarey, the Surrogate of 
Kings County, New York, in Matter of Kaplan,?> holding that a 
trustee should establish a depreciation reserve out of the rents of 
real property held in trust. 

The rendering of that decision might lead one of a philosophic 
frame of mind to speculation on the question as to how far the desire 
for freedom, particularly that of expression, had so infected the 
judicial mind as to impinge upon the rule of stare decisis. This is 
certainly one of the straws indicating the impatience on the part of 
some of our courts with the restraints of that rule and a determina- 
tion to substitute their ideas of the requirements of justice under 
modern conditions, and not to await the action of the legislature to 
correct a rule of law established by earlier decisions. It might be 
concluded that such a spirit was here particularly discernible for in 
an earlier case, this same judge, while expressing sympathy with 
the contention before him that the trustees should establish a re- 
serve “for depreciation and obsolescence” stated “The remedy, how- 
ever, is within the province of the legislature and not with the 
courts.”?4 In Matter of Kaplan, however, he asserted that the earlier 
New York decision had not established the rule that no depreciation 
allowance should be set aside out of income. 

However, we are indebted to the Surrogates for bringing be- 
fore us for further inquiry not only what the law is upon the subject, 
but what change, if any, should be made in the rule heretofore 
established. : 

In the Kaplan case a trust was established for the benefit of 
the testator’s two sons. The will directed that the annual income 
should be divided between them “after making proper and suitable 
allowance for expenses and setting up a reserve or sinking fund to 
meet taxes or other contingencies.” The testator owned five parcels 
of real property improved with apartment houses and also owned 
all the stock of two corporations, each of which owned an apartment 





building is regarded as a permanent improvement. Smith v. Keteltas, infra 
note; Stevens v. Metcher, infra note. 

In the prudent management of property, a trustee may, and in some in- 
stances probably must, reserve out of current income a sufficient sum to pro- 
vide for anticipated expenses, to pay for which the trustee has no other funds; 
but such reservation does not change the character of the income withheld. 
If it is used to pay items properly chargeable to principal then the life bene- 
ficiary is entitled to recoupment when principal becomes available, and if the 
funds withheld are not expended they still constitute income which belongs 
to the life beneficiary, Shirk v. Walker, 298 Mass. 251, 10 N.E. 2d 192 (1937); 
Matter of Parr. 45 Misc. 564, 92 N.Y. Supp. 990 (Surr. Ct. 1904), affd without 
opinion 113 A.D. 921; Matter of Ridge v. Felt, 184 Misc. 11 (1945). 

23195 Misc. 132, 88 N.Y.S. 2d 851 (May 1949). 

24 Matter of Horowitz, 192 Misc. 556, 557, 80 N.Y.S. 2d 286 (Surr. Ct. 1944). 
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house. The trustees continued the decedent’s practice of claiming 
an income tax deduction for depreciation of 2 per cent. If allowance 
for depreciation were deducted from income it would have amounted 
to more than $20,000 annually. The Surrogate held that a reserve 
for depreciation should be established. The conclusion so reached 
by the Surrogate with respect to the facts then disclosed would not 
have been particularly disturbing had he not challenged the view 
that earlier decisions had established a general rule that a deprecia- 
tion reserve was neither required nor permitted. 

It appears that at the time of the decision in this case, the Surro- 
gate had not finally reached the conclusion that it was appropriate 
to set up what, in accounting circles, would be regarded as a reserve 
solely for depreciation. He spoke of the advantages to the bene- 
ficiary of the establishment of a reserve fund out of which the cost 
of large repairs might be met thus making for stability of income to 
the beneficiary and expressly stated (p. 145 of official report): 


The disposition of such reserve fund as between income 
and principal is expressly reserved for determination until 
such time as the trust has terminated, or upon an earlier 
application when the facts shall warrant such determi- 
nation. 

A true reserve for depreciation would, of course, constitute capital. 


The fact that it might be convenient to use such reserve for large, 
infrequently recurring repairs or temporary improvements would 
not change the character of such reserve. If the cost of any such 
items were properly allocable to income it would be necessary to 
restore the capital out of income subsequently collected and it would 
not be material whether the capital had been provided by such 
reserve. 

However, the subject was discussed by the Surrogate in two 
later decisions,?> in the latter of which he said, “A depreciation re- 
serve represents principal.” 

There is a strong preponderance of opinion among the New 
York bar that in New York the courts had established the rule of 
law, that, in the absence of a contrary direction in the will or other 
trust instrument, a trustee is not required to establish a reserve 
against the depreciation of a building constituting part of his trust, 
and, on the contrary, that it is not appropriate for a trustee to de- 
prive the income beneficiary of the moneys which would be re- 
quired to establish such a reserve. This view finds support in the 
earlier decisions. 

In Smith v. Keteltas*® a parcel of real property forming part 
of the trust estate had been taken in condemnation proceedings. A 





25 Matter of Dahlmann, 95 N.Y.S. 2d 74 (1949); Matter of Kellogg, N.Y.L.J. 
1020 (March 22, 1950). 
2662 App. Div. 174, 70 N. Y. Supp. 1065 (1901). 
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large portion of the award was used by the trustee to construct 
buildings on other lots which had formerly been improved but upon 
which the buildings were so ancient and dilapidated as to be un- 
tenantable and had been ordered to be torn down by the municipal 
authorities. The trust term had then lasted nearly sixty years. After 
the death of the trustee action was brought against his executrix 
to recover the plaintiff’s share as one of the remaindermen of the 
condemnation award. The court held that the trustee’s action in 
erecting new buildings was prudent and for the best interests of the 
property and he was justified in using the award for this purpose. 
The contention that, during the nearly sixty years in question the 
trustee should have expended sufficient sums out of income to keep 
the property in a tenantable condition was rejected as impracticable 
since the condition of the property resulted “not from the necessity 
of temporary repairs but from age which had rendered them so 
dilapidated and unsafe that their removal became necessary.” Of 
course, if it had been the duty of the trustee to set up a reserve for 
depreciation, it would have been apparent that, during the period of 
nearly sixty years, the trustee should have accumulated at least 
part of the sum required to erect the new buildings. 

The case of Matter of Chapman?’ while not dealing directly with 
real property, is commonly cited in considering this subject. There 
the testator directed that his residuary estate should be held in trust 
to pay the income to his widow for life and the remainder to his 
children. The executors were directed to continue the testator’s in- 
vestment in a Great Lakes freight steamer. In a proceeding for the 
settlement of the executors’ account, five years after the death of 
the testator, it appeared that the net earnings of the steam boat had 
been computed by deducting from gross receipts every expenditure 
made in the running of the steamer, both ordinary and extraor- 
dinary, and in making such changes in her rig and equipment as be- 
came necessary. In addition, the executors had reserved from the 
estate’s share of the profits received from the steamer $3,075 and 
invested it and paid the income to the widow. The executors claimed 
the right to retain this sum, as well as sums out of future earnings, 
as a sinking fund to provide against the loss to the corpus of the 
estate by depreciation in the values of the steamer. The court held 
that the widow was entitled to receive the $3,075 so reserved from 
the income. The court said: 

There is nothing in the will which indicates to me that 

the testator intended that she (the widow) should either 

benefit or lose by fluctuations in the value of the estate or 

that the remaindermen should be protected at the expense 


27 32 Misc. 187, 66 N. Y. Supp. 235, (Surr. Ct. 1900), aff'd on opinion of the 
court below, 59 App. Div. 624, 69 N. Y. Supp. 1131, aff'd without opinion 167 
N. Y. 619, 60 N.E. 1108. 
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of the widow against such depreciation in the vaiue of this 
boat as arises from age or ordinary use. 
In Stevens v. Melcher*® the court held that the construction of 


a new building was a permanent improvement and a proper invest- 
ment of trust funds, since the trustees were authorized to invest in 
real property. In that case the widow, who was the life beneficiary 
but not a trustee, removed some old buildings which were not pro- 
ducing sufficient rental to pay the taxes and upkeep of the premises, 
and entered into a contract for the construction of a new building. 
The trustees, after some remonstrance and after having been in- 
demnified against loss, joined in the contract. Although the build- 
ings cost $120,000 the Referee had found that the construction of 
these buildings only increased the value of the property by $90,000 
and the trustees were directed to reimburse the widow in such sum 
of $90,000. No provision was made for amortization of any part of 
this amount out of the income of the premises, thus leading to the 
zonclusion that such a building is regarded as a permanent improve- 
ment, and that no reserve for depreciation is required or permitted, 
in the absence of some direction to the contrary. 

In Matter of Danziger”? the residue of the estate was given in 
trust for the life of the testator’s two children for their support and 
education, with direction to pay specific sums out of income upon 
the happening of specified events, and out of principal if necessary. 
Testator owned one-half of the stock of a corporation which was in- 
debted to him and the other stockholders and which owned an apart- 
ment house. The corporation was dissolved and the property was 
conveyed to the trustee and surviving stockholder in settlement of 
the corporation’s indebtedness to them. Upon an interim accounting 
the guardian for the minor children claimed that a larger amount of 
income should have been reported, but the trustee claimed that a 
reserve for depreciation should be established. It was held that no 
reserve for depreciation should be deducted from the income. 

In a substantial number of other cases arising in various Surro- 
gate’s Courts in New York State, the question has been definitely 
presented and decided that the trustees there involved were neither 
required nor permitted to establish a depreciation reserve. In those 
cases where the trustees had set aside such a reserve, upon demand 
of the life beneficiary, they were required to pay such reserve to 
the beneficiary.*° 

28152 N.Y. 551, 46 N.E. 965 (1897). 

2958 N.Y.S. 2d 790 (Surr. Ct. 1945), modified on other grounds, 271 App. 
Div. 888, 67 N.Y.S. 2d 130. 

30 Matter of Edgar, 157 Misc. 10, 282 N.Y. Supp. 795 (Surr. Ct. 1935); Mat- 
ter of Adler, 164 Misc. 544, 299 N.Y. Supp. 542 (Surr. Ct. 1937); Matter of Horo- 
witz, supra note 24; Matter of Wadsworth’s Will, 81 N.Y.S. 2d 298 (Surr. Ct. 
1948); Matter of Hubbell’s Will, 90 N.Y.S. 2d 74 (Surr. Ct. 1948); Matter of 
Davies, 96 N.Y.S. (2d) 191 (Surr. Ct. 1950); Matter of Ottman’s Estate, 95 
N.Y.S. (2d) 5 (Surr. Ct. 1949). 
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The rule thus established in New York is subject to an excep- 
tion with respect to buildings which are used in connection with a 
business. Matter of Nesmith}! involved a trust established by a testa- 
tor for the lives of his sons who were named trustees of certain prop- 
erty consisting of warehouses, piers and wharves in the City of New 
York, which had been used by the testator in the operation of a 
warehouse business. The will gave the trustees broad authority to 
improve the property as they saw fit and to buy adjoining property 
and to raise money on mortgages if they saw fit. The trust property 
was leased for a five year term during which the surviving trustee 
“deemed it necessary for the purpose of the business” to erect a shed 
on one of the piers at a cost of $12,000. In his account he showed an 
item of $7,500 paid from income toward that cost. It was held that 
the cost of the shed was chargeable to the corpus of the trust, but 
that the trustee should retain the increased income which arose 
from the additional structure until his advances for its construction 
were repaid. In Matter of Jones*? the court recognized the propriety 
of charging to profits the losses from uncollectible accounts, the 
amounts paid for replacement of appliances and horses that had died, 
and certain items for repairs. 

It has been argued in some cases that in those states which 
prohibit accumulations except during minorities or for other lim- 
ited periods, reserves for depreciation in other trusts may not be 
be directed by a testator or settlor without violating the rule against 
accumulations. There are authorities, however, in New York State 
which seem to hold to the contrary.** 

After the decision in the Kaplan case, supra, some counsel were 
of the opinion that safety to the trustee dictated a judicial construc- 
tion of the trust instrument. Such a construction was sought in 
various cases.54 Surrogate Collins of the New York County Surro- 

31140 N.Y. 609, 35 N.E. 942 (1894). 

32103 N.Y. 621, 9 N.E. 493 (1886). 

33 Matter of Jones, supra note 32, Matter of Schummers, 210 App. Div. 296, 
206 N.Y. Supp. 113 (1924), aff'd, 243 N.Y. 548, 154 N.E. 600. Matter of Nesmith, 
140 N.Y. 609, 35 N.E. 942 (1894). Equitable Trust v. Prentice, 250 N.Y. 1 (1928), 
where the court recognized that even for the purposes of the statute against 
an unlawful accumulation, the term income must be regarded as flexible and 
although all or part of a stock dividend might be deemed income as between 
the life tenant and the remaindermen, in the absence of directions to the 
contrary, a dividend, if it be added to capital would not result in an unlawful 
accumulation. Since it is now current accounting practice in computing net 
income to deduct annually reasonable sums to provide for retirement of an 
asset, it is not believed that the setting up of such a depreciation reserve would 
be regarded by the courts as an unlawful accumulation. 

34 Matter of Ottman, 197 Misc. 645 (Surr. Ct. 1949); Matter of Davies, 197 
Misc. 827, 96 N.Y.S. 2d 191 (Surr. Ct. 1950), aff'd, 277 App. Div. 1021, 100 N.Y.S. 
2d 710; Matter of Ball, 197 Misc. 1047 (Surr. Ct. 1950); In re Bohmert’s Will, 102 
N.Y.S. 2d 394, 397 (Surr. Ct. 1950), agreeing with decision in Matter of Davies, 
supra, this note. 
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gate’s Court and Surrogate Bucaglia of the Erie County Surrogate’s 
Court noted the Kaplan case, but arrived at a decision directly to 
the contrary. Surrogate Collins’ decision in the Davies case*5 was 
affirmed upon appeal to the Appellate Division of the Supreme 
Court. 

The subject was also considered in Matter of Hubbell,** where 
real property was held by a corporation. The Appellate Division 
of the New York Supreme Court, Second Department, indicated 
agreement with the view that depreciation reserves were appropri- 
ate, except where construction of the terms of the trust instrument 
required that the income undiminished by such a reserve should 
be paid to the income beneficiary. However, the Court of Appeals,’ 
in reversing, refused to rule upon this question, finding it unneces- 
sary to do so under the peculiar facts in that case. 

The rule so established in New York, with minor exceptions 
hereafter noted, has also been accepted elsewhere in the country. 
In the District of Columbia, Illinois, Massachusetts, Minnesota, New 
Jersey and Washington, it has been held that, in the absence of 
some direction in the trust instrument to the contrary, it is the gen- 
eral rule that a trustee is not required to and may not properly set 
aside a reserve for depreciation of buildings.** 





35 Matter of Davies, supra note 34. 

36276 App. Div. 134, 138 (1949). 

37 302 N.Y. 246, 260 (1951). 

38 District of Columbia — In Evans v. Ockerhausen, 69 App. D.C. 285, 100 
F 2d 695, (1938), Cert. denied, 306 U.S. 633, the testator devised his real prop- 
erty to his wife in trust to use the income for her support for life. There also 
was an ambiguous provision with respect to support of the children. The 
court there held that the widow was not obligated to establish a depreci- 
ation reserve as claimed on behalf of the infant remaindermen. It was further 
held that the sums expended to purchase and install electric refrigerators in 
an apartment house were correctly charged to the corpus of the trust since 
they were fixtures. 

Illinois — The United States Circuit Court of Appeals, Seventh Circuit in 
Laflin v. Commissioner of Internal Revenue, 69 F. 2d 460 (1934), determined 
that the law of Illinois did not authorize or require the setting up of a depreci- 
ation reserve on buildings. The buildings there involved were commercial 
buildings held by a testamentary trustee. 

In another case, United States Circuit Court of Appeals, Third Circuit, 
Commissioner of Internal Revenue v. Saltonstall, 124 F. 2d 110 (1931), the court 
recognized as appropriate the setting up of a depreciation reserve with respect 
to real property in Chicago where the will authorized the trustees to deter- 
mine whether expenses should be charged to capital or income, and whether 
receipts should be treated as capital or income. 

Massachusetts —In Nelligan v. Long, 320 Mass. 439, 70 N.E. 2d 175, 170 
A.L.R. 126 (1946), where the testator directed the trustee to retain shares of a 
closely held corporation and buildings if they should prove reasonably profit- 
able, it was held that the trustee should not set aside a reserve for depreciation. 

Minnesota —In re Lee’s Estate, 214 Minn. 448, 9 N.W. 2d 245 (1943), it 
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In Freuler v. Helvering,*? a tax case, the United States Su- 
preme Court stated, apparently without dissent, that the Court of 
Appeals had interpreted the will there in question in accordance 
with the general law of trusts, which, it was held, forbade the de- 
duction of a depreciation reserve from distributable income, but on 
the contrary placed upon the remaindermen the burden of any 
shrinkage of capital of that nature. 

In California it appears that the courts have directed in some 
instances, at least, that reserves should be established.*° 

There is one case in Wisconsin which seems to hold that a de- 
preciation reserve is appropriate, if there be proof that the value of 
a building has depreciated, but not otherwise.*! 





was held that the trustee could not properly set aside a reserve for depreci- 
ation of buildings which were a part of the original trust estate. 

New Jersey — Fidelity Union Trust Company v. McGraw, 138 N.J. Eq. 
415, 48 A. 2d 279 (Ch. 1946) irivolved trusts for three of the testator’s children. 
One of the assets of the trust was a theater building. The will expressly em- 
powered the trustees to “make such provision for deterioration and ob- 
solescence” with respect to real estate included in the corpus “as in their 
judgment may deem wise.” The trustees sought authority to set up a depreci- 
ation reserve with respect to the theater. The court held that this was ap- 
propriate. But in Matter of Roth’s Estate 139 N.J. Eq. 588, 52 A. 2d 811 (Prerog. 
Ct. 1947) where no similar provision was found in the will the court held that 
while the creation of a reserve for depreciation is in harmony with modern ac- 
counting practice, “generally as between life tenant and remaindermen, the 
latter must bear any loss due to depreciation and obsolescence.” 

Washington —In Chapin v. Collard, 29 Wash. 2d 788, 189 P. 2d 642 (1948), 
the testator directed that his residuary estate should be held in trust to pay 
the income to his wife for life, thereafter to his niece for life with remainder 
to the niece of his wife or her then living children. The assets of the trust in- 
cluded two apartment houses, a theater and store building, a super market 
store building, wooden garages and a building used as a machine shop. The 
court held that: 

It is a rule of general application that the beneficiary of a trust en- 

titled thereunder to receive the income from such property may not be 

required to suffer a deducation from such income for the creation of a 

sinking fund to provide for depreciation and obsolescence, unless, in- 

deed, the trust instrument or the law of the State makes provision 
therefor. 

39 291 U.S. 35-43 (1933). 

40In one unreported case in California, it was held that a depreciation 
reserve should be established with respect to trust assets which the trustee 
converted into real estate and other forms of investment subject to depreci- 
ation. See Freuler v. Helvering, supra note 39, where the question arose as to 
the effectiveness of the decree of the local California court having jurisdiction 
over the administration of the trust as against the Commissioner of Internal 
Revenue who had assessed a tax to the income beneficiaries, with respect to 
income, which under the decree of the local court should have been deducted 
from income as a reserve for depreciation. In re Gartenlaub, 185 Cal. 648, 
190 Pac. 209, the California Supreme Court held that it was the duty of the 
trustee to set aside for depreciation a certain amount of income. 

41 Matter of Matthews Estate, 210 Wis. 109, 245 N.W. 122 (1932) leaves 
doubt as to whether a depreciation reserve is required or permitted. In that 
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Thus it appears that wherever the courts of this country have 
considered this question, excepting only the courts of California 
and possibly Wisconsin, they have followed the general rule against 
the establishment of reserves for depreciation of real property. 
However, the question has not been extensively litigated outside of 
New York and in many states no decisions upon the subject are 
found. 

There is agreement among students of this subject that the gen- 
eral rule is as heretofore stated.4? However, there seems to be no 
decision of the English courts directly dealing with this question 
before the separation of the colonies and it is doubtful whether this 
rule may be regarded as part of the common law of those states 
where no decision upon the subject has been rendered. 

Notwithstanding the weight of authority in support of the rule 
against the establishment of a depreciation reserve, it seems that 
we would be unwise to stop our consideration there, for criticism 
of the rule is not confined to the late Surrogate of Kings County, 
New York. 

It is not without significance that the Restatement of Trusts, 
American Law Institute, contains no statement upon this subject. 
This, of course, takes on added significance when we remember 
that the reporter in charge of the preparation of this Restatement 
was Professor Austin W. Scott, whose current work on trusts in 
most instances follows the Restatement. It appears that Professor 
Scott entertains grave doubts concerning the correctness of this 
rule. He recognizes (1) that it has not been the practice of trustees 
to set up such reserves, and (2) that, except as to buildings used 
in connection with a business conducted by the trustee, the deci- 
sions neither require nor permit the establishment of such reserves. 
Since correct accounting theory recognizes that most buildings do 





case, the testator bequeathed the use and income of shares in real estate cor- 
porations to her brother and two sisters with remainder to four named charities. 
One corporation retained a depreciation reserve which amounted to a sub- 
stantial sum in 1922 when the building owned by the corporation was sold 
and the corporation liquidated its assets. The trustees received by way of a 
liquidating dividend its share of the depreciation reserve amounting to $9,111.49. 
The trust terminated in 1927 and upon the final accounting the trustee was 
directed to pay this sum to the administrator of one of the life tenants. The 
court recognized that the setting up of such a depreciation reserve was in ac- 
cord with sound accounting practice but then went on to state that the sum 
so set aside in such a reserve had not lost its character of income and stated 
that there was no showing that the building in fact depreciated in value, and 
affirmed the direction of the lower court that the moneys received by the 
trustee representing such reserves should be paid to the life beneficiary. 

422 Scorr, Trusts § 239.4, p. 1342; New York State Legislative Document 
(1950) No. 650, p. 20, setting forth the conclusions of Professor Horace E. 
Whiteside of the Cornell Law School, Research Consultant, who made a study 
for the Law Revision Commission; 4 Bocert, Trusts AND TrusTEES, § 803, p. 127. 
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deteriorate and become obsolete, and it is becoming more usual in 
business to establish such reserves, he is of the opinion that gen- 
erally trustees holding rented real property should be permitted, 
if not required, to set up reserves.’ 

Professor Scott’s views undoubtedly explain the absence of 
any comment upon this subject in the Restatement. Reference to 
the views of this eminent scholar is not ill advised for we know that 
in at least one other instance his views have prevailed in a field 
where the law had not previously been firmly established.** 

If not expressly critical, professional accountants have been 
careful to point out that theoretically the rule against reserves for 
depreciation in trust estates is unsound if true income is all that 
should go to a life beneficiary. As stated by Nossaman, “From an 
accounting standpoint, depreciation is a cost of operation, like ma- 
terial consumed.”*5 Traver has suggested that when depreciation 
allowance is not deductible from receipts before distribution of trust 
income, the accountant should, nevertheless, show the depreciation 
allowance and the payment of an equivalent amount of principal to 
the beneficiary, so that the payment of principal to the life bene- 
ficiary would not be disguised.** Propp has pointed out the fallacies 
in some of the arguments in support of the rule against such re- 
serves.‘” 

A law note suggests that more attention should be given to the 
testator’s own practices in setting aside a fund for depreciation.** 

In the face of this questioning and criticism, how far may trus- 
tees and their counsel rely upon the application of the rule to all 
trusts, particularly in those states where the courts have not spoken? 
Should we anticipate the advent of decisions, recognizing the rule, 
but refusing to apply it because of evidence outside the trust in- 
strument, which might be seized upon as indicating that the testator 
or settlor did not intend to relieve the trustee of the duty of setting 
aside such a reserve? Would the fact that testator in his income tax 
returns claimed a deduction for depreciation, or that the building is 
being used for business purposes where physical alteration is heavy, 
or where the art is changing rapidly which would require extensive 
alteration or abandonment, or other circumstances of like character, 
be sufficient to induce a court to require the establishment of such 
a reserve? 





43 2 Scorr, Trusts § 239.4. 

44 Matter of Stone, 138 Ohio St. 293, 34 N.E. 2d 755 (1941); City Bank 
Farmers Trust Co. v. Cannon, 291 N.Y. 125 (1943). 

451 NossaMAN, Trust ADMINISTRATION AND TAXATION § 258. 

46 Traver, How Depreciation Affects Distribution of Income from Property 
Held by Trustees, 85 JourNaL oF AccouUNTING 322 (1948). 

47 Depreciation of Buildings Held as Testamentary Trusts, 19 N.Y. Cerr. 
Pus. Acc’r. 170 (1949). 

4860 Harv. L. Rev. 952 (1947). 
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Before exploring these questions, let us consider the basis for 
the rule, so that we may consider the extent to which we may rely 
upon it. The reasons advanced by the courts may be briefly stated. 

(a) The life beneficiary of a trust should be entitled to substan- 
tially the same benefits as a legal life tenant. The mere fact that 
one has a legal estate and the other an equitable life interest should 
not change the benefits to be derived. Since a legal life tenant may 
use real property and collect all the rents and income arising there- 
from, subject only to the obligation to keep it in ordinary repair, it 
should follow that an equitable life beneficiary should be entitled 
to the same benefits and should not be required to permit income 
to be accumulated as a reserve against depreciation.‘? It would 
seem that this is reasonably persuasive. 

(b) The remainderman should bear the loss caused by depre- 
ciation since he will receive the benefit of any appreciation which 
may occur.*° This is an obvious fallacy for the reason that deprecia- 
tion is not supposed to cover mere market value depreciation based 
on economic conditions not relating to the character of the property. 

(c) The difficulty of predicting the life of a building and its 
replacement cost would place too heavy a burden upon the trustee, 
or would make the result too uncertain.5! 

This undoubtedly has much practical merit, but an accountant 
has pointed out that the customary “straightline” method of de- 
preciation has become standardized, so as to “devitalize the objec- 
tion of uncertainty.”5? The standardization of depreciation has of 
course resulted from regulation of the Bureau of Internal Revenue. 

(d) The life beneficiary is normally the principal objective of 
the testator’s bounty.°3 This undobutedly is one of the most valid 
and persuasive arguments. 

(e) The income remaining after deducting annual installments 
of a depreciation reserve would be less than that which was con- 
templated by the testator.54 Here again is a valid and persuasive 
reason, in cases where the income thrown off from the investment 
is small, particularly during periods of depression. It is interesting 


49 Matter of Roth, 139 N.J. Eq. 588, 52 A 2d 811 (1947); Matter of Edgar, 
157 Misc. 10, 282 N.Y. Supp. 795 (Surr. Ct. 1935); Matter of Adler, 164 Misc. 544, 
299 N.Y. Supp. 542 (Surr. Ct. 1937). 

50 Evans v. Ockerhausen, 69 App. D.C. 285, 100 F 2d 695 (1938), cert. de- 
nied, 306 U.S. 633. Matter of Edgar, supra note 49. 

51 Matter of Chapman, 32 Misc. 187, 66 N.Y. Supp. 235 (Surr. Ct. 1900); 
affd, 59 App. Div. 624, 69 N.Y. Supp. 1131, aff'd, 167 N.Y. 619, 60 N.E. 1108. 

52 Propp, Depreciation of Buildings Held as a Testamentary Trust, supra 
note 47. 

53 Matter of Matthews Estate, supra note 41; Matter of Danziger, supra 
note 29; Matter of Wadsworth, supra note 30; Matter of Chapman, supra note 
27; Matter of Adler, supra note 22. 

54 Matter of Chapman, supra note 27. 
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to note that, although it appears that Professor Scott does not ap- 
prove of the present rule, he would permit the trustee to exercise 
discretion and omit the deduction of a depreciation reserve when 
the amount of income would otherwise be insufficient.55 

We would again emphasize that the question as to whether 
such a depreciation reserve should or should not be provided de- 
pends finally on the intention of the settlor or testator. Usually 
the trust instrument is silent upon the subject and the decision 
must rest on rules of construction. In many jurisdictions there is 
such a rule of construction that the trustee is neither required nor 
authorized to deduct reserves from the income to provide against 
depreciation. However, if this rule merely raises a presumption 
concerning the intention of the testator or settlor, how far must a 
trustee go in examining the surrounding circumstances to learn 
whether there are any which might lead to the contrary conclusion 
that the testator or settlor intended to give to the income bene- 
ficiary only the true income remaining after deducting a reasonable 
depreciation reserve? 

If there be any such duty on the part of the trustee to make 
such an inquiry, then it becomes obvious that in most instances he 
will find some one or more circumstances which might be deemed 
to indicate such an intent. Reference is made to the almost uni- 
versal practice of business men to claim deduction for depreciation 
in rendering their income tax returns. If a testator has been do- 
ing that for years and reporting as income only the net amount re- 
maining after such deduction, will the court say his direction to 
pay the net income to one for life or some other period indicates 
an intention to give such beneficiary more than the testator has 
been reporting as net income? 

If we add to income tax returns the fact that the testator has 
held his real properties in one or more corporations and that these 
corporations have actually retained and have not distributed the 
reserve, it becomes more difficult to say that the testator did not 
intend his properties should continue to be managed after his death 
on the same basis. 

This discussion should not be regarded as an expression of opin- 
ion that a court would be justified in regarding income tax returns 
alone as indicating an intent on the part of the testator to vary the 
rule against setting up such depreciation reserves. We know that 
it is a regular practice for persons owning real property to claim 
the permissible deduction in computing the net rents from such 
property, but that they do not actually set aside such reserve as 
a capital fund. 

What conclusions, if any, may be drawn from the foregoing? 





552 Scorr, Trusts § 239.4 p. 1346. 











582 OHIO STATE LAW JOURNAL [Vol. 12 


First, the general rule is that in the absence of a direction to 
the contrary, a trustee holding real property is neither required 
nor permitted to set aside out of income from the real property a 
reserve against the depreciation of that property. 

Second, this is a rule of construction founded upon the sound 
conclusion that generally, when a testator or settlor directs the 
payment of income from or the rents and profits of real property 
to a beneficiary for life or a shorter period, he intends to give the 
net income undiminshed by the setting aside of a depreciation re- 
serve. 

Third, this being a rule of construction, it is subject to proof 
of a contrary intention based upon extrinsic evidence of facts and 
circumstances surrounding the testator or settlor at the time of the 
execution of his will or trust instrument. 

Fourth, in those states where the general rule has been here- 
tofore recognized, we would expect that the courts will find some 
means of protecting a trustee who has acted in good faith in not 
setting up a reserve; but it may be prudent for the trustees, pend- 
ing a declaration of the courts or legislature along the lines sug- 
gested below to make inquiry as to the existence of surrounding 
facts and circumstances which would indicate a contrary intention 
on the part of the testator or settlor. 

Fifth, and this is undoubtedly the most important, the courts 
or the legislatures of the states should establish a clear and defi- 
nite rule, that, in the absence of a clear expression on the face of 
the will or trust instrument to the contrary, subject to the excep- 
tions noted below, a trustee should not be required or permitted 
to set aside out of income a reserve against depreciation of real 
property, unless and until a court of competent jurisdiction shall 
have found that it was the intention of the testator or settlor that 
such a reserve should be so established and shall have so directed. 

The exceptions are: (1) buildings used by a testator in the 
operation of a business conducted by himself, (2) buildings held 
by a testator or settlor through a corporation which has established 
and actually set aside as capital a depreciation reserve. In these 
two cases the rule of construction should be to the contrary.** 

A clear declaration of this effect is of importance. Trust estates 
should not be subjected to the substantial expense which will other- 
wise inevitably be cast upon them by the natural desire of trustees 
to be protected from the hazards of a decision being rendered, 
years after the inception of the trust, that a depreciation allow- 
ance should have been established and holding them liable for 





56 Matter of Nesmith, 140 N.Y. 609, 35 N.E. 942 (1894); Matter of Jones, 
103 N.Y. 621, 9 N.E. 493, (1886). As to (2) see Matter of Dodger, 279 N.Y. 646 
(1938), and Matter of Hubbell, supra notes 36 and 37. 
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failure to have done so. Either a judicial construction or frequent 
proceeding for the settlement of accounts will doubtless be sought 
unless and until a trustee finds other means of protection from such 
an eventuality. 


No trustee should be called upon at his peril to determine 
whether there are extrinsic facts and circumstances from which a 
conclusion, contrary to the general rule of construction, may be 
drawn. Nor should income beneficiaries be deprived of the full 
income until it is determined that the testator or settlor wished 
the income to be diminished by a depreciation reserve. 


Doubtless there will be many situations where the establish- 
ment of such a reserve would be agreeable to the wishes of the 
testator or settlor, and it, therefore, seems preferable that the rule 
should relate to the duty and protection of the trustee rather than 
being established as a rigid and inflexible rule of construction to 
be overcome only by an express statement to the contrary in the 
trust instrument.‘’ 


It should be noted that in order to place trusts in the same in- 
come tax situation as are other owners of real property, it is not 
essential that reserves against depreciation be deducted from in- 
come and added to capital. The federal income tax law has taken 
cognizance of the general rule of construction and provided that 
the depreciation allowance may be taken by the income benefi- 
ciary.58 

If legislation be sought in any state to set this subject at rest, 
at least to the extent of granting protection to the trustee, consid- 
eration should be given to the enactment in Delaware, which seems 





57 The New York Court of Appeals adopted such an inflexible rule with 
respect to the amortization of premiums on bonds. No amortization was 
authorized or permitted with respect to bonds owned by the testator or settlor 
but was required where bonds were purchased by a trustee. After the Kaplan 
decision, supra, was published, the New York Law Revision Commission, rec- 
ognizing the great importance of the question to countless trustees in New 
York, undertook a study of the law upon the subject and proposed legislation 
to establish rules for the guidance of trustees. (Legislative Document (1950) 
No. 65 (0). This, however, was not found acceptable to members of the bar 
or the Surrogates’ Association since it failed to establish a definite rule for 
the protection of trustees, but recognized that extrinsic evidence might be 
availed of to determine the intention of the testator or settlor. Later a bill 
was framed by a joint committee of various bar associations and introduced in 
the legislature. (1950) N.Y. Senate Int. 2394. This embodied the suggestion 
above recommended, granting protection to the trustee. The bill was not pas- 
sed however, and later representatives of the Executive Committee of the 
Surrogates Association expressed the view that the law was sufficiently es- 
tablished in New York as to render legislation unnecessary 

5852 Sra. 460 (1938), 26 U.S.C. § 23 (1) and (2), Rec. 111, § 29-23 (1)-1. 
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to be founded on a forward looking and enlightened point of view. 
It was there enacted: 5° 
Unless otherwise provided in the instrument creating a 
trust, the trustee thereof shall not be required to, but may 
if the trustee deems it desirable, set aside a sinking fund 
out of the income of the trust to offset depreciation, ob- 
solescence, amortization or other waste of the principal of 
the trust. 
If it be suggested that it is not appropriate for the legislature 


to cast upon a trustee the power to determine what should be in- 
come and what principal, for this, in its final analysis, is a power 
of appointment, it should be noted that experience shows that testa- 
tors and settlors are generally willing and desirous of conferring 
upon their trustees the discretionary power to determine all such 
questions, if the subject is submitted to them. Discretionary power 
of the trustee in this regard has been advocated by Professor Scott.© 
The advantages of a statute of this character which would give 
great flexibility are quite obvious. All must recognize that no stat- 
ute which purports to lay down a fixed and definite rule upon this 
subject would effectuate the wishes and intent of all testators and 
settlors. There are doubtless many cases where it would be pru- 
dent and desirable and in accordance with the best interests of the 
settlor’s family that such reserve should be established, whereas, 
in many other instances, it would place undue hardship upon the 
widow and other objects of the testator or settlor’s bounty were 
the income arising from such a trust to be diminished by the de- 
duction of such depreciation reserve. It should not be too difficult 
for a trustee to determine when such a reserve would be proper. 
However, there seems to be no reason why the trustee’s decision 
should be made final if there be any beneficiary who desires that 
the question should be determined in some manner contrary to the 
trustee’s ideas. A provision permitting this might be included in a 
statute which would in general follow the Delaware statute above 
quoted. For example, the statute might provide somewhat as follows: 
Unless otherwise provided in the instrument creating a 
trust whether heretofore or hereafter executed, and, until 
and unless a court having jurisdiction of such trust shall 
otherwise determine, the trustee thereof shall not be re- 
quired to but may, if the trustee deems it desirable, set 
aside out of the income of the trust a sinking fund or re- 
serve to off-set the depreciation in any building constitut- 
ing part of such trust. The court having jurisdiction of 
such trust may determine whether such a reserve or sink- 
ing fund should or should not be established and the amount 
or proportion of the income which should be set aside for 





59 Det. Laws of 1939, c. 150, § 1, adding § 35-A to the Delaware Revised 
Code c. 117. 
602 Scorr, Trusts § 239.4. 
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such purpose, but the trustee shall be under no obligation 
to seek the advice or instructions of such court. 
It is recommended, however, that either the courts or legisla- 


tures should put at rest this question which has assumed new pro- 
portions following the discussion induced by the decision of the 
Surrogate of Kings County, New York, in Matter of Kaplan, supra. 
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Apportionment of Extraordinary Dividends 
Between Life Tenant and Remainderman 


All courts are agreed that the basic principle governing the 
distribution of trust receipts between a life beneficiary and a re- 
mainderman is that the intention of the settlor shall be given ef- 
fect unless it is contrary to law.' In the usual case, where the set- 
tlor has directed that the income or earnings be paid to a bene- 
ficiary for life, with a remainder over, this means that ordinary 
cash dividends, declared on stock held by the trust are awarded 
to income, that is, to the life beneficiary, if they are declared out 
of corporate earnings and while the stock is subject to the life in- 
terest. If, however, such a dividend is declared before or after the 
existence of the life interest it is allocated to corpus, that is, to 
the remainderman; as is a dividend declared out of capital, regard- 
less of the time of its declaration.2 While there have been few 
cases on the subject, it is generally believed that the same rules 
apply to ordinary stock dividends, although some jurisdictions re- 
fuse to differentiate between ordinary and extraordinary stock divi- 
dends, but treat all stock dividends as extraordinary, or at least 
award all such dividends to corpus. Under these rules governing 
the distribution of ordinary dividends the time relative to the com- 
mencement of the life interest during which the surplus out of which 
the dividend was earned is immaterial. If the dividend was declared 
during the life interest it is awarded to income in its entirety; if 
it was declared prior to the commencement of, or after the termi- 
nation of the life interest, it goes, in its entirety, to corpus.* The 
sole exception to this rule against apportionment is New Jersey, 
which in this respect treats ordinary dividends the same as extra- 
ordinary dividends.‘ 


1In re Anson’s Settlement, [1907] 2 Ch. 424; Gibbons v. Mahon, 136 US. 
594 (1890); Hubley v. Wolfe, 329 Ky. 574, 82 S.W. 2d 830 (1935); Gray v. 
Hemenway, 268 Mass. 515, 168 N.E. 102 (1929); In re Osborne, 209 N. Y. 450, 
103 NE. 723 (1913); In re Crozers Estate, 336 Pa. 266, 9 A. 2d 535 (1939). Effect 
was not given the settlor’s intention in In re Megrue, 224 N.Y. 284, 120 NE. 651 
(1918); In re Maris Estate, 301 Pa. 20, 151 Atl. 577 (1930); where to do so 
would have violated a statute against accumulations. 

2In re Marjoribanks, [1923] 2 Ch. 307; Harding v. Staples, 111 Conn. 325, 
149 Atl. 846 (1930); Robinson v. Robinson’s Ex’r., 221 Ky. 245, 298 S.W. 701 
(1927); Anderson v. Bean, 272 Mass. 432, 172 N.E. 647 (1930); In re Osborne, 
supra note 1; Earp’s Appeal, 28 Pa. 368 (1857). 

3 RESTATEMENT, Trusts, § 236, comment h; Cf. In re Billard, 147 Misc. 472 
(Sur. Ct. 1933). For the view that all stock dividends are extraordinary, see 
Rhode Island Hospital Trust Co. v. Tucker, 52 R.I. 277, 160 Atl. 465 (1932). 

4In re Osborne, supra note 1; Earp’s Appeal, supra note 2. 

SLang v. Lang, 57 N.J. Eq. 325, 41 Atl. 705 (1899); Hagedorn v. Arens, 
106 N.J. Eq. 377, 150 Atl. 4 (1930). 
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In comparison with this relatively well settled state of the law 
regarding ordinary dividends, there is an irreconcilable conflict 
among the cases in regard to extraordinary dividends. The con- 
trolling factor is still, theoretically at least, the intention of the set- 
tlor, but in most cases the settlor has not manifested any inten- 
tion other than to say that “income,” “earnings” or “dividends” 
and the like are to go to the life beneficiary. Since the problem is 
determining whether an extraordinary dividend is income, such 
general manifestations of interest on the settlor’s part can afford 
no guide to the court in distributing the extraordinary dividend.® 
As a matter of fact the problem probably never even occurred to 
the settlor. A few cases have held that the court should look into 
the surrounding circumstances of each case and from them infer 
some intention on the part of the settlor, but by far the majority 
of the cases have been decided by resort to some definite rule of 
law. For example, in Wilberding v. Miller’ the Ohio Supreme Court 
said, “. . . there should be no arbitrary, rigid rule which would pre- 
vent the court from looking into the facts and circumstances of 
each case to determine the rights of the parties according to justice 
and equity.” This case was, however, overruled by Lamb v. Lah- 
mann,’ in which the ceurt said, 

There is something attractive and appealing about a prop- 

osition to avoid an arbitrary rigid rule and decide contro- 

versies according to justice and equity, but it is more im- 

portant and satisfying to establish general rules whereby 

all causes can be decided with measurable uniformity. 

As a result in the application of these general rules the facts of 
any particular case are unimportant except as they might cause 
the court to modify or change the rule it had previously adopted, 
or to indulge in a more diligent search for some manifestation of the 
settlor’s intention in order to avoid what appears to be a harsh re- 
sult.° 

In England there were developed two rules for the distribu- 
tion of extraordinary dividends, the so-called early and later Eng- 
lish rules. Under the early English rule all extraordinary dividends 
were given to corpus.'!° There were many departures from this rule, 
however, and in Bouch v. Sproule'! it was limited to corporations 
which do not have the power to increase their capital, and the later 
English rule was established. Under this rule the dividend is in- 
come if the corporation intended a distribution of earnings, and cor- 


6 In re Heaton, 89 Vt. 550, 96 Atl. 21 (1916). 

788 Ohio St. 609, 100 N.E. 665 (1913). 

8110 Ohio St. 59, 143 N.E. 276 (1924). 

9In re Osborne, supra note 1. 

10 Brander v. Brander, 4 Ves. 800, 31 Eng. Reprint 414 (1799); Irving v. 
Houston, 4 Paton (Scot.) 521 (1803). 

1112 App. Cas. 385 (1887). 
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pus if the corporation intended to capitalize the earnings. Thus, the 
intention of the corporation is the controlling factor, although the 
courts will look through the form of the corporate act to ascertain 
its true substance. The rule was stated as follows: 

When a testator or settlor directs or permits the subject of 

his disposition to remain as shares or stocks in a company 

which has the power either of distributing its profits as a 

dividend, or converting them into capital, and the company 

validly exercised this power, such exercise of its power is 
binding on all persons interested under the testator or set- 
tlor in the shares; and consequently what is paid by the 
company as dividend goes to the tenant for life, and what is 
paid by the company to the shareholder as capital, or ap- 
propriated as an increase in the capital stock of the con- 
cern, inures to the benefit of all who are interested in the 
capital.!? 

There is, under this rule, as under the general rules relating to 

ordinary dividends, no apportionment of the dividend. 

In the United States there have developed three principal rules; 
the Massachusetts rule, the Pennsylvania rule, sometimes called the 
American rule, and the Kentucky rule, formerly known as the New 
York and Kentucky rule. Of these three rules only the Massa- 
chusetts and Pennsylvania rules have received widespread support. 
The Massachusetts rule closely resembles the English rule in that it 
gives all cash dividends to income and all stock dividends to corpus, 
without differentiating between ordinary and extraordinary divi- 
dends.'? Under this rule the character of the dividend is the control- 
ling factor, as under the English rule, and there is no apportion- 
ment of the dividend. While the expressed purpose of the corpor- 
ation is persuasive, the courts applying this rule will look behind 
such expressions to ascertain the real purpose or intention of the 
corporation, as is done by the English courts.'* The critical determi- 
nations which must be made by a court or trustee in order to apply 
the rule are, first, that the dividend represents earnings, not capital; 
second, that it was declared during the life interest; and third, its 
substantial character ‘as a stock or cash dividend. In Minot »v. 
Paine,'5 the leading Massachusetts case applying the rule, the Mas- 
sachusetts Supreme Court said, “A simple rule is to regard divi- 
dends, however large, as income, and stock dividends, however 
made, as capital.” 

The Pennsylvania rule stands out in sharp contrast to the Mas- 
sachusetts and English rules. Under this rule an extraordinary divi- 





12 Bouch v. Sproule, supra note 11. 

13 Gibbons v. Mahon, supra note 1; Minot v. Paine, 99 Mass. 108 (1868). 

14 Harding v. Staples, supra note 2; Talbot v. Milliken, 221 Mass. 367, 108 
NE. 1060 (1915). 

1S Supra note 13. 
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dend of either stock or cash is awarded to income or corpus, or ap- 
portioned between them, depending on the time, relative to the 
existence of the life interest, during which the surplus out of which 
the dividend was declared was earned and the effect which the dec- 
laration of the dividend has on the value of the corpus. The source 
of the dividend is the controlling factor. If the dividend was de- 
clared out of surplus accumulated prior to the commencement of 
the life interest it is awarded entirely to corpus, while if it was 
declared out of surplus earned after the commencement of the life 
interest it is given to income. If, however, the surplus out of which 
it was declared was earned both before and during the existence 
of the life interest the dividend is apportioned between income and 
corpus.'6 The method of apportionment followed in most states 
which have adopted the rule is to allocate so much of the dividend 
to corpus as is required to make the intrinsic value of the corpus 
after the declaration of the dividend equal to its value as of the date 
of the commencement of the life interest, with adjustments for capi- 
tal gains or loses.!” 

The effect of the rule is to give to the life tenant the in- 

come which has been earned since the trust came into be- 

ing, but, at the same time, to preserve the value of the cor- 

pus as it was at the date of the death of the testator, or, to 

use a more convenient term, to preserve the intact value 

of the estate. ... An extraordinary dividend paid out of ac- 

cumlated earnings presumptively belongs to the life tenant, 

but if it be shown that the distribution impairs the intact 

value of the estate the court will make an apportionment.!® 


The courts of New Jersey, however, in their application of the 
Pennsylvania rule use a different basis of apportionment. Under 
their approach the dividend is apportioned so that the ratio of that 
part of the dividend allocated to corpus to that part allocated to 
income equals the ratio of that part of the surplus earned prior to 
the commencement of the life interest to that part earned after such 
time.'? In order to apply the Pennsylvania rule the court or trustee 
must determine, first, that the dividend was declared out of earn- 
ings; and, second, the time, in relation to the life interest, when 
the surplus out of which the dividend was declared was earned, 
and the effect of the dividend on the value of the corpus, or, in 
New Jersey, the exact ratio between the surplus earned prior to, 
and after, the commencement of the life interest. 





16 Thomas v. Gregg, 78 Md. 545, 28 Atl. 565 (1894); Earp’s Appeal, supra 
note 2; In re Boyle, 235 Wis. 282, 293 N.W. 150 (1840). 

17 See cases supra note 16; In re Barnes Estate, 338 Pa. 555, 12 A. 2d 912 
(1940). 

18 In re Nirdlinger’s Estate, 290 Pa. 457, 139 Atl. 200 (1927). 

19 Lang v. Lang, supra note 5; Ballantine v. Young, 79 N.J. Eq. 70, 81 Ati. 
119 (1911). 
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What is sometimes called the Rhode Island rule is in reality 
a combination of the Massachusetts and Pennsylvania rules. The 
Rhode Island Supreme Court said, in Rhode Island Hospital Trust 
Co. v. Tucker: 7° 

The Massachusetts rule, so far as so-called stock dividends 

are concerned, appears to be logical, to be founded on cor- 

rect legal principles, and to be a rule by which justice may 

be done between the life tenant and the remainderman. 

However, it may be pertinent to say that we cannot follow 

the Massachusetts rule in its application to extraordinary 

cash dividends the payment of which impairs the surplus 

accumulated before the creation of the trust. 

The third major rule developed in this country is the Ken- 
; tucky rule. This rule states that all extraordinary dividends de- 
; clared out of earnings are income.*! The only requirement is that 
they be declared during the existence of the life interest. Thus, 
the character and the source of the dividend are immaterial, the 
time of its declaration is the only criterion. In Hite v. Hite? the 
court said: 

Where a dividend, although declared in stock, is based up- 

on the earnings of the company, it is in reality, whether 

called by one name or another, the income of the capital 
invested in it. . . a singular state of case — it seems to us, 
an unreasonable one—is presented if the company, al- 
i though it rests with it whether it will declare a dividend, ; 
E can bind the courts as to the proper ownership of it, and by | 
the mode of payment substitute its will for that of the testa- 

tor, and favor the life tenants over the remaindermen, as it 

may desire. 

In spite of the differences in principle among the Massachu- 
setts, Pennsylvania and Kentucky rules, their application does not 
always produce different results. An extraordinary cash dividend 
declared during the life interest out of earnings accumulated dur- 
ing that interest would be given to income by all three rules. Such 
a dividend representing earnings accumulated before the commence- 
ment of the life interest would be awarded to income by both the 
Massachusetts and Kentucky rules and to corpus by the Pennsyl- 
vania rule. If the surplus were earned partly before and partly 
after the commencement of the life interest, the dividend would, 
as above, be given to income by the Massachusetts and Kentucky 
iY rules, but would be apportioned under the Pennsylvania rule. In 
the case of an extraordinary stock dividend which is both declared 
and earned during the life interest, the dividend would be allocated 
to income by the Pennsylvania and Kentucky rules, but would be 
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20 Supra note 3. 

21 Hite v. Hite, 93 Ky. 257, 20 S.W. 778 (1892); Hubley v. Wolfe, supra 
note 1. 

22 Supra note 21. 
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considered corpus under the Massachusetts rule. Such a dividend 
earned before the commencement of the life interest would be al- 
located to corpus by the Massachusetts and Pennsylvania rule, but 
would be income under the Kentucky rule. If the surplus were 
accumulated both before and during the commencement of the life 
interest it would be considered income under the Kentucky rule, 
corpus under the Massachusetts rule, and would be apportioned 
under the Pennsylvania rule. 

It is difficult to compare these three rules. As Scott points 
out “. . . the reasons in favor of one are not such as can be easily 
balanced against each other.”*5 In general, the arguments have been 
of two types, those based on practicality and those based on legal 
principle. The proponents of the Massachusetts rule are quick to 
compare its relative simplicity with the complications which may 
attend the application of the Pennsylvania rule. In discussing the 
Massachusetts rule the Supreme Court of Illinois said: 

The doctrine is based upon the impracticability of deter- 

mining the comparative rights of different persons in a par- 

ticular share of stock, of going behind the votes of the cor- 
poration and its directors, and of investigating the corporate 
accounts and affairs in order to ascertain how the corpora- 
tion acquired the fund out of which the dividend was de- 


clared.?4 
The same thought was expressed in Minot v. Paine: 25 


A trustee needs one plain principle to guide him; and the 
cestuis que trust ought not to be subjected to the expense 
of going behind the action of the directors, and investigating 
the concerns of thé corporation. .. .” 
In this respect those courts which are committed to the Pennsyl- 


vania rule have characterized the other rules, especially the Mas- 

sachustetts rule as being one of expediency. 
[The other rules] are clearly arbitrary, and adopted for the 
convenience of the trustees in the discharge of their duties 
and the courts who instruct them in their duties.”® 

Without doubt the Massachusetts rule is the easier of the two to 


apply, although both rules require the fact that the dividend was 
declared out of earnings be established, and under the Massachu- 
setts rule the affairs of the corporation may have to be inquired 
into in order to determine the true character of the dividend. To 
say, as some have, that the Pennsylvania rule is so complicated 
that it is impossible to apply, or that it can never produce the fair 
result in practice that it does in theory seems to be going a bit too 
far. It is difficult to apply the rule in some cases, but for the most 





23 Scorr, Trusts § 857, 834. 

24 Whiting v. Hagey, 336 Ill. 86, 7 N.E. 885 (1937). 

25 Supra note 13. 

26 Beattie v. Gedney, 99 N.J. Eq. 207, 132 Atl. 652 (1926). See also In re 
Nirdlinger’s Estate, supra note 18. 
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part it does seem to achieve its objectives, albeit with some diffi- 
culty and expense that would be avoided under the Massachusetts 
or Kentucky rules. 

Concerning the logic behind the Massachusetts rule, its sup- 
porters take the position that a stock dividend is not a true divi- 
dend, and that therefore the life beneficiary can have no claim to it. 

The theory is that in the case of cash and property divi- 

dends, there is an actual severance of the subject of the 

dividend from the corporate assets, whereas stock dividends 
involve only readjustments of the corporate structure, the 
corporate assets remaining the property of the corporation 

as fully as they were before.?’ 

Further, the distribution of stock dividends to the life beneficiary 


reduces the voting power of the corpus, although control over cor- 
porate affairs is probably not a factor in many cases. In this re- 
gard, the supporters of the Pennsylvania rule point out that many 
other factors, beyond the control of the trustee or the courts, may 
also reduce the proportionate interest held by the trustee. They 
also claim that as a general rule the settlor is more likely to favor 
the life beneficiary than the remainderman. This, however, seems 
too problematical to be a valid legal argument. The basic objec- 
tion to allocating stock dividends entirely to corpus is that such a 
rule may, if the corporation declares most of its dividends in this 
form, deprive the life beneficiary of any substantial income from 
the trust. It is contended that such a result is both unfair and con- 
trary to the intention of the settlor. It must be admitted that the 
Massachusetts rule does, in some cases, seem to produce a harsh 
result. With regard to any argument based on the settlor’s inten- 
tion it must be remembered that these rules apply only in cases 
where the settlor has not manifested any particular intention. The 
most that can be said is that the court assumes that it would have 
been contrary to the settlor’s intention; at best this is a not too 
reliable argument. It has also been claimed that the Massachusetts 
rule places the intention of the corporation over that of the settlor. 
This also is a faulty argument. Where the rule is to be applied 
there is no intention of the settlor to be displaced because he has 
manifested no intention. 

In most discussions of these rules it is said that, aside from 
the foregoing argument in regard to stock dividends, there is no 
justification in principle for the Massachusetts rule, but that it rests 
solely on expediency and the complications which may occur in 
the application of the Pennsylvania rule.” This does not seem too 
sound. As the Missouri Supreme Court said: 

The converse of that ruling (that all stock dividends are 





27 Hayes v. St. Louis Union Trust Co., 317 Mo. 1028, 298 S.W. 91 (1927). 
28 Scorr, Trusts § 236.4; 130 A.L.R. 492, 532. 
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corpus) would be that money or property which is severed 
from corporate assets by appropriate action of the govern- 
ing body of the corporation and paid as dividends, would 
be income. . . .? 
Rhode Island, however, has accepted the Massachusetts rule as re- 
gards stock dividends and rejected it in favor of the Pennsylvania 


rule in the case of cash dividends.*° The logic of this position seems 
questionable. If severance from corporate assets of the subject of 
the dividend is the criterion, it ought to be applied to both stock 
and cash dividends. In England this has been done and has been 
stated as the basis for the later English rule. It seems to also be 
the basis for the Massachusetts rule, but the courts following that 
rule have not enunciated it as a general principle. They have reached 
the same practical result and they have used the argument in re- 
lation to stock dividends, but they have somehow neglected, for 
the most part, to recognize it as the general basis for the rule and 
to apply the same reasoning to cash dividends. 

In view of the slight support it has received, there would seem 
to be little reason for discussing the Kentucky rule at length. It 
is criticized by the adherents of the Pennsylvania rule for allocating 
all dividends to income, no matter when the surplus out of which 
they were declared was earned, and by the followers of the Massa- 
chusetts rule for giving stock dividends to income. Even the courts 
of Kentucky do not seem overly fond of the rule. In Laurent v. 
Randolph*! the court of appeals said: 

The writer of this opinion is enclined to favor the Pennsyl- 

vania rule as the fairest and most equitable rule of dis- 

tribution between life tenant and remainderman. However, 
under the facts of the instant case the life tenant would be 
entitled to the distribution under any of the three rules 
mentioned above, and there is no reason for departing from 


the precedent now accepted as the settled law of this state. 
The relative strength of the various rules, in terms of the num- 


ber of jurisdictions supporting them has always been in a state of 
flux as states previously committed to one rule change to another 
or new jurisdictions adopt a rule for the first time. New York is 
an excellent example of how a state may change rules. Orignally 
it followed the Kentucky rule.*? In the famous case of In re Os- 
borne®s the Pennsylvania rule was adopted, partly from considera- 
tions of principle and partly in order to avoid what the court con- 
sidered a harsh result, which would have obtained under the Ken- 
tucky rule. Then, in 1926, the Legislature enacted the substance of 





29 Hayes v. St. Louis Union Trust Co., supra note 27. 

30 Rhode Island Hospital Trust Co. v. Tucker, supra note 3. 

31306 Ky. 134, 206 S.W. 2d 480 (1947). 

32 In re Kernochan, 104 N.Y. 618, 11 N.E. 149 (1887); McTouth v. Hunt, 154 
N.Y. 179, 48 N.E. 548 (1897). 

33 Supra note 1. 
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the Massachusetts rule into law in regard to stock dividends.** There 
is also no clear cut unanimity of opinion among the text writers on 
the subject. Mr. Scott states that the Pennsylvania rule is more 
just, and generally seems to prefer it, although he admits that the 
Massachusetts rule is preferable on the ground of simplicity.55 Mr. 
Bogert, on the other hand, takes the position that, while the objects 
of the Pennsylvania rule are “praiseworthy,” its attendant compli- 
cations “are such that there can be no assurance of even substantial 
realization of this ideal,” and therefore prefers the Massachusetts 
rule in the final analysis.*° 

Beginning in the 1920’s, however, there has been a definite 
trend favoring the Massachusetts rule, both judicially and on the 
part of various state legislatures. Prior to that time approximately 
thirteen jurisdictions supported or favored the Pennsylvania rule,°*’ 
two states apparently supported the Kentucky rule,** one adopted 
both the Pennsylvania and Kentucky rules in part,°? and one had 
rejected the Massachusetts rule without distinguishing between the 
Pennsylvania and Kentucky rules.” Eight jurisdictions followed the 
Massachusetts rule.*! At the present time, by contrast, twenty-six 
jurisdictions have adopted, or favor, the Massachusetts rule,‘? eight 
the Pennsylvania rule,*’ and two have adopted both rules in part,“ 
the rest of the distribution remaining unchanged. The only signi- 
ficant event running contrary to this general trend in favor of the 
Massachusetts rule was the adoption, in 1935, of the Pennsylvania 
rule by the Restatement of Trusts.*5 


The legislative trend toward the Massachusetts rule has been 
due, for the most part, to the adoption of that rule by the Uniform 
Principal and Income Act, which has now been adopted in fourteen 





34.N. Y. Pers. Prop. Law § 17-a. 

35 Scorr, Trusts § 236.3 

36 Bocert, TRUSTS AND TRUSTEES § 857. 

37 California, Iowa, Maryland, Minnesota, Mississippi, New Hampshire, 
New Jersey, New York, Pennsylvania, South Carolina, Tennessee, Wisconsin 
and Hawaii. 

38 Delaware and Kentucky. 

39 Rhode Island. 

40 Vermont. 

41 Connecticut, Georgia, Illinois, Maine, Massachusetts, North Carolina, 
West Virginia and the United States courts. 

42 Alabama, California, Connecticut, Florida, Georgia, Illinois, Indiana, 
Louisiana, Maine, Maryland, Massachusetts, Michigan, Missouri, Nebraska, 
North Carolina, Ohio, Oklahoma, Oregan, Pennsylvania, South Carolina, South 
Dakota, Texas, Utah, Virginia, West Virginia, and the United States courts. 

43 Iowa, Minnesota, Mississippi, New Hampshire, New Jersey, Tennessee 
and Wisconsin. 

44 New York and Rhode Island. 

45 RESTATEMENT, TRUSTS § 236 (b). 











1951] APPORTIONMENT OF DIVIDENDS 597 


states.4© The reason for this choice of rules is stated in the Com- 
missioners Prefatory Note: 
The aim followed in this act is that of as simple and conven- 
ient administration of the estate as is consistent with fair- 
ness to all beneficiaries. It is felt, too, that workable rules 
are after all nearest the settlor’s probable intent, for he 
has not probably contemplated extensive and detailed book- 
keeping adjustments of the property he has destined for his 
donees. When the first draft of the act was presented, the 
Conference voted to follow the so-called Massachusetts rule 
. .. Experience has shown that, however praiseworthy the 
intent, the later rule (Pennsylvania) is unworkable, since 
neither trustee nor court has the means to value the cor- 
porate assets in such a way as to secure the fair adjustment 
aimed at. 
Of the states that have adopted this Act, three had previously ad- 
hered to the Pennsylvania rule, namely California, Maryland, and 
Pennsylvania itself. The Supreme Court of Pennsylvania, although 
it refused to apply the act retroactively, conceded that its adop- 
tion “may have been a wise and even desirable legislative enact- 
ment.”*?7 The only other statutory change was the adoption of the 
Massachusetts rule in New York as regards stock dividends. Com- 
menting on this change, Cardozo, J., said: 
The rule previously applied had resulted in so many com- 
plications and obscurities as to be almost unworkable in 
practice. . . . The Legislature evinced its will that there 
should be an end to these complexities in the administra- 
tion of the law of trusts.*® 
There has been no ease of a state, which had previously adopted 
another rule, changing the rule by judicial decision. South Carolina, 
which had previously indicated a preference for the Pennsylvania 
rule, now seems to favor the Massachusetts rule; indications by 
way of dicta are all the supreme court of that state has given, 
however.*? Several states have adopted a rule for the first time, 
however, and all have supported the Massachusetts rule. These 
are, in the order in which they adopted the rule, Ohio, Missouri, 
Michigan, Nebraska, Indiana, Alabama and South Dakota. The rea- 
son most often given was that “a stock dividend is not in any true 
sense a dividend at all.”5° Most of the opinions also were, in the 





46 Alabama, California, Connecticut, Florida, Illinois, Louisiana, Maryland, 
North Carolina, Oklahoma, Oregon, Pennsylvania, Texas, Utah and Virginia. 

47 In re Crawford’s Estate, 362 Pa. 458, 67 A. 2d 124 (1949). 

48 People ex rel. Clark v. Gilchrist, 243 N.Y. 473, 153 N.E. 39 (1926). 

49 Cobb v. Fant, 36 S.C. 1, 14 S.E. 959 (1892); Wallace v. Wallace, 90 S.C. 
61, 72 S.E. 553 (1911); Gist v. Craig, 142 S.C. 407, 141 S.E. 126 (1927). 

50 Lamb v. Lehmann, 110 Ohio St., 143 N.E. 276 (1924); Hayes v. St. Louis 
Union Trust Co. 317 Mo. 1028, 298 S.W. 91 (1927); In re Estate of Joy, 247 Mich. 
418, 225 N.W. 878 (1929); United States Trust Co. v. Cowin, 121 Neb. 427, 237 
N.W. 284 (1931); Powell v. Madison Safe Deposit and Trust Co., 208 Ind. 432, 











598 OHIO STATE LAW JOURNAL [Vol. 12 


language of the Michigan Supreme Court, “somewhat influenced 
by the practical difficulties . .. which have been met with in apply- 
ing a rule which provides for apportionment.”5! One case pointed 
out that “the inherent fallacy of the Pennsylvania rule is that it 
regards the corpus of the trust as of its value at the time the trust 
was created, while the fact is . . . the stock, itself, is the corpus, 
and it may rise or fall in value.”5? 

It was also said in several of the opinions that the actions of 
the corporation, in the absence of any contrary intention on the 
part of the settlor, must be considered as binding. 

Even in the light of these recent cases it is difficult to evaluate 
the Massachusetts and Pennsylvania rules on a logical basis. They 
seem, in fact, to be the result of two fundamentally different ap- 
proaches to the problem. The Pennsylvania rule treats the corpus 
of the estate as having a certain intrinsic value as of the time it be- 
came subject to the life interest. This value is then protected and 
any increments to the stock which do not deplete this value and are 
declared out of corporate earnings are considered income to the 
trust, either because it is assumed that this is the fair way to dis- 
tribute such increments, or because it is assumed that such was 
the probable intention of the settlor. On the other hand, the Massa- 
chusetts and English rules proceed to ascertain, in the absence of the 
manifestation of any specific declaration by the settlor, what is in- 
come and what is corpus. The criterion used is the action of the 
corporation; the question is, did the corporation distribute this divi- 
dend as income or as an increment to the corpus of the trust? 
Rather than try to figure out what is fair, or what the settlor might 
have intended, this view starts with the settlor’s direction that the 
“income” to the trust be given the life beneficiary and then pro- 
ceeds to define income in terms of traditional legal concepts. If this 
approach needs any justification other than that it is the only way 
to handle the problem without injecting extrinsic matters into the 
situation, it can be assumed that the settlor knew the beneficiaries 
would be, and intended that they should be bound by the acts of 
the corporation since that is one of the inherent qualities of stock 
ownership. 

Both rules are logical. The Massachusetts rule seems more in 
keeping with traditional legal thought, it is more analytically cor- 
rect perhaps, but it is also perhaps not quite as fair in the distribu- 
tion it will require. If these were the only factors to be considered, 





196 N.E. 324 (1935); First National Bank of Tuskaloosa v. Hill, 241 Ala. 606, 4 
So. 2d 170 (1940); Kirby v. Western Surety Co., 70 S.D. 483, 5 N.W. 2d 405 
(1942). 

51 In re Estate of Joy, supra note 50. 

52 United States Trust Co. v. Cowin, supra note 50. 
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the Pennsylvania rule would appear to be preferable. There is, 
however, also the practical matter of applicability. While the dif- 
ficulties to be encountered by the courts in the application of the 
rule may not be sufficient to justify preferring the Massachusetts 
rule in its place, the fact that it forces trustees to decide between 
expending considerable time and money in an attempt to investi- 
gate the affairs of a corporation or run the risk of incurring per- 
sonal liability for a maldistribution of trust receipts would seem to 
weight the scales in favor of the Massachusetts rule. This indeed 
has been the trend in recent times. 

The fact that any rule adopted will yield before a manifesta- 
tion of the settlor’s intention in respect to the matter would seem to 
provide both another reason for preferring the Massachusetts rule 
and what is perhaps the only really satisfactory solution to the prob- 
lem. So long as this is the case any unfairness which may be found 
in any rule can be avoided if the settlor will specify exactly what 
he wants done with extraordinary dividends. The Massachusetts 
rule “forces settlors who desire to adjust matters in a different way 
to declare their intents in detail. In most large trusts operating 
under the rule the trustee is given discretion; or specific instruc- 
tions are set forth which insure that no substantial injustice will 
be done to either interest under the trust.”53 Thus, in the final 
analysis, draftsmanship can provide the only real answer to such 
a question as this. Regardless of the logic behind rules, there is, 
and probably will continue to be, a split of authority. The only way 
for a settlor to be certain extraordinary dividends will be distri- 
buted according to his wishes is to give the matter some thought 
and then make definite provisions in the will or trust instrument 
concerning the matter. 


Charles D. Shook 





53 Bocert, TRUSTS AND TRUSTEES § 857. 








Recent Decisions 


Domestic RELATIONS — ACTION By Minor For DEPRIVATION 

oF FaTHER’s SOCIETY 

Plaintiff, a minor, sued paternal grandparents to recover for the 
loss of “love, affections, society, guidance and companionship of his 
father,” who was maliciously and wilfully induced by the defendants 
to break up plaintiff’s home and family. The trial court sustained 
the defendant’s general demurrer. On appeal, held, affirmed. This 
action was unknown at common law and there is in Ohio no statu- 
tory authority for it. The court will not encroach upon the legisla- 
ture’s right to create new legal rights and remedies. Gleitz, III v. 
Gleitz, Sr. et. al., 59 Ohio L. Abs. 186 (1951). 

While this action by a minor is unknown in Ohio, the similar 
action for alienation of affections has long been recognized as a right 
belonging to the husband, Flandermeyer v. Cooper, 85 Ohio St. 327, 
98 N.E. 102 (1912), and to the wife, Westlake v. Westlake, 34 Ohio 
St. 621 (1878). The Supreme Court of Ohio, in Westlake v. West- 
lake, supra, recognized this right in the wife although it was un- 
known at common law and there was no specific statutory authority 
for it. 

An action by minor children was allowed in the leading case of 
Daily v. Parker, 152 F. 2d 174 (7th Cir. 1945). In this case the court 
developed what has come to be known as the “Family Unit” theory; 
each member of the family being entitled to the society and com- 
panionship of the others. Judge Evans continued: “Our conclusion 
.... is that a child today has a right enforceable in a court of law, 
against one who has invaded and taken from said child the support 
and maintenance of its father, as well as damages for the destruction 
of other rights which arise out of the family relationship and which 
have been destroyed or defeated by a wrongdoing third party. Like- 
wise, we are persuaded that because such rights have not heretofore 
been recognized, is not a conclusive reason for denying them.... 
In the absence of a state court ruling our duty is tolerably clear. It 
is to decide, not avoid the question.” 

Other well reasoned cases have followed this approach. Russick 
v. Hicks, 85 F. Supp. 281 (W. D. Mich. 1949); Miller v. Monsen, 228 
Minn. 400, 37 N. W. 2d 543 (1949); Johnson et. al. v. Luhman, 330 
Ill. App. 598, 71 N.E. 2d 810 (1947). 

In what is now the majority view, however, other courts have 
denied the action. Nelson v. Richwagen, 95 N.E. 2d 545 (Mass. 
1950); Taylor v. Keefe, 134 Conn. 156, 161, 56 A. 2d 768 (1947); 
Edler v. MacAlphine-Downie, 180 F. 2d 385 (D.C. Cir. 1950); Katz 
v. Katz, 197 Misc. 412, 95 N.Y.S. 2d 863 (1950); Hinson v. Thomas, 
231 N.C. 173, 56 S.E. 2d 432 (1949); Rudley v. Tobias, 84 Cal. App. 
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2d 454, 190 P. 2d 984 (1948) (based on California Statutes); Garza 
v. Garza, 209 S.W. 2d 1012 (Texas 1948); McMillan v. Taylor, 160 
F. 2d 221 (D.C. Cir. 1946); Morrow v. Yannantuono, 152 Misc. 134, 
273 N.Y.S. 912 (1934). 

Various reasons have been assigned for this view. Some of the 
cases specifically deny that the court has the power to indulge in 
“judical empiricism.” Hinson v. Thomas, supra; Garza v. Garza, 
supra; Edler v. MacAlpine-Downie, supra. Other cases deny the 
action for policy reasons. Chief among them are: fear that a mul- 
tiplicity of suits would result, Morrow v. Yannantuono, supra; fear 
that to permit the action would open the door to fraud and extortion, 
Katz v. Katz, supra; and fear that the children’s damages would be 
duplicated by being taken into consideration in an action by the par- 
ent as well as in the action by the child, Morrow v. Yannantuono, 
supra. Some note that the adoption in twelve states of “Heart-balm” 
acts, indicates a social trend against allowance of the action, Taylor 
v. Keefe, supra; but see Russick v. Hicks, supra. For a discussion 
of the policy arguments for allowing the action see Comment, 20 
Corn. L. Q. 255 (1935). For a discussion of the policy arguments 
against allowing the action see Comment, 83 U. Pa. L. Rev. 276 
(1934). 

The principal case adds little that is new to this particular field 
of the law. Its main importance is that it is the first decision on this 
question on the appellate level in Ohio. 

Robert A. Strickling 


PRocEDURE — ATTACHMENT IN AcTIoNn AGAINST Non- 
RESIDENT — WHEN ACTION COMMENCES 


In an action against a foreign corporation not licensed to do 
business in the state of Ohio, plaintiff filed, on January 3rd, its pe- 
tition, precipe for summons, and affidavit in attachment. On the 
same date, the summons was returned “not found” and an order of 
attachment was served on the defendant garnishee. The first pub- 
lication was made on January 5th. On appeal, held, affirmed. The 
order of attachment was valid although it was issued before the date 
of first publication. Consumers Plumbing & Heating Co. v. Chicago 
Pottery Co., 155 Ohio St. 373, 98 N.E. 2d 823 (1951). 

Section 11819 of the Ohio General Code states that attachment 
is proper in a civil action “at or after its commencement.” Two other 
sections deal with the commencement of an action. Section 11230 
of the Ohio General Code provides that “An action shall be deemed 
to be commenced within the meaning of this chapter, as to each de- 
fendant, at the date of the summons which is served on him... . 
When service by publication is proper, the action shall be deemed 
to be commenced at the date of the first publication, if it be regu- 
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larly made.” (Emphasis supplied.) This section appears in the 
chapter concerning the statute of limitations. 

Section 11279 of the Ohio General Code states that “A civil 
action must be commenced by filing . . . a petition, and causing a 
summons to be issued thereon.” The question, here, is which of 
these sections defines commencement within the meaning of Section 
11819 of the Ohio General Code. 

Prior to 1936, the Ohio courts held that an order of attachment 
issued before the date of first publication was valid, provided that 
the action had been commenced by filing a petition and causing a 
summons to issue thereon, as provided in Section 11279. Seibert v. 
Switzer, 35 Ohio St. 661 (1880); St. John v. Parsons, 54 Ohio App. 
420, 7 N. E. 2d 1013 (1936). Shortly thereafter, two removal cases 
arose in the federal courts, and the U. S. Supreme Court, in Rorick 
v. Devon Syndicate, Ltd., 307 U. S. 299 (1939), held that the posi- 
tion of the Ohio courts was that Section 11230 merely applied to 
questions of the statute of limitations, and that Section 11279 pro- 
vided for the commencement of the action for purposes of attach- 
ment. In so holding, the Supreme Court reversed the Circuit Court 
of Appeals in that case, and overruled the earlier case of Doherty v. 
Fleming, 83 F. 2d 388 (6th Cir. 1936). This put the federal courts 
in line with the traditional Ohio view. 

Two cases arose on similar questions in the state courts upon 
which appellant relied in the instant case. In Crandall v. Irwin, 139 
Ohio St. 463, 40 N.E. 2d 933 (1942), the Ohio Supreme Court held 
that Section 11279 prescribed the manner of commencing an action, 
while Section 11230 prescribed the time of commencement. In that 
case plaintiff was seeking to foreclose a mechanic’s lien, and had 
filed his petition and precipe, but service was not made before the 
statutory six year period had run. The lien was dissolved, the court 
holding that this was a question of the time of commencement, so 
that Section 11230 applied. Judge Turner’s statement in the opinion 
that the construction of Ohio statutes by the federal courts in the 
Doherty and Rorick cases, supra, would have no influence on the 
Ohio Supreme Court, is interesting as a matter of statutory con- 
struction. 


In the second case, Pilgrim Distributing Corp. v. Galsworthy, 
Inc., 148 Ohio St. 567, 76 N.E. 2d 382 (1947), plaintiff filed its affi- 
davit in attachment along with the petition and precipe, and the 
order of attachment was issued immediately. The evidence showed, 
however, that the summons was not issued at any time, and that an 
affidavit for service by publication was not filed until some two 
weeks later. The court held that the attachment was void as it had 
been levied before the cause of action was commenced inasmuch 
as no summons had been issued. The dictum in the case that if 
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there had been publication it would not be necessary to have the 
summons issued has some support in Ohio. Shaffer v. Shaffer, 69 
Ohio App. 447, 35 Ohio L. Abs. 441 (1941); Smith v. Whittlesey, 19 
Ohio C. C. 412, 10 Ohio C. D. 377 (1899). Contra: Central Savings 
Bank v. Langenbach, 1 Ohio N.P. 124 (1894). 

In the instant case, the Crandall and Pilgrim cases, supra, were 
both distinguished. It was held that the Crandall case dealt with the 
limitation of an action, so that Section 11230, the statute of limita- 
tions section, applied. The Pilgrim case was distinguished on the 
facts, in that no summons was issued before the order of attachment. 

The effect of the instant case is to lend support to the practice 
of filing together the petition, precipe, affidavit for constructive 
service, and affidavit in attachment. 

Paul M. Smart 


WILts — Evipence — OPINIONS OF WITNESSES AS 
TO MENTAL CAPACITY 


In a will contest the trial court permitted witnesses to answer 
the question, “Tell the jury whether or not, in your opinion, Walter 
Yochum was able to dispose of his property by last will and testa- 
ment?” The court of appeals affirmed. On appeal, held, reversed. 
Witnesses may not give their opinions as to the ability of a testator 
to dispose of his property by will. Gottfried v. Yochum, 155 Ohio St. 
283, 98 N.E. 2d 821 (1951). 

That opinions as to testamentary capacity are inadmissable has 
long been the recognized rule in Ohio. Runyan v. Price, 15 Ohio St. 
1, 86 Am. Dec. 459 (1864); Gillespie v. Gray, 38 Ohio L. Abs. 145, 
49 N. E. 2d 108 (1943). The great majority of other jurisdictions are 
in accord. Shneider v. Manning, 121 Ill. 376, 12 N. E. 267 (1887); 
Re Ferguson, 239 Mich. 616, 215 N.W. 51 (1927); see 155 A.L.R. 
284; 57 Am. Jur. 122; 37 L.R.A. (N.S.) 595. 

The instant case states that there is “a long existing and well 
established rule in this jurisdiction.” Nevertheless the issue has 
been often litigated in Ohio which indicates that the “rule” is still 
not clear. The cause of the confusion is that the courts have used 
several rationales. Clearly the correct hypothesis for ruling out 
questions concerning testamentary capacity is that they call for 
opinions involving mixed issues of law and fact. Most jurisdictions 
have adopted this rationale. Coblentz v. Putifer, 87 Kan. 719, 125 
Pac. 30 (1912); Farrell v. Brennan, 32 Mo. 328, 82 Am. Dec. 137 
(1862); see notes 155 A.L.R. 285; 37 L.R.A. (N.S.) 595; 57 Am. Jur. 
122. Though in proper cases witnesses should be permitted to give 
opinions as to facts, they should not be permitted to say that those 
facts meet a legal standard, for witnesses cannot know what the 
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proper legal standard is. In the instant case, how is the witness to 
know what the legal requirements for testamentary capacity are? 
A study of the Ohio cases dealing with the issue shows that each of 
them could have been settled on this ground alone. 

Some of the questions Ohio courts have held incompetent are: 
“Do you think that she had the capacity for making a will?” Gilles- 
pie v. Gray, supra. “Whether testatrix was competent to make a 
will?” Kahler v. Cowden, 4 Ohio L. Abs. 501 (1926). “I will ask 
you if, in your judgment, from what you saw and learned of John 
Crowe, he had sufficient mind and memory to make a proper testa- 
mentary disposition of his property on the date you saw him?” 
Burns v. Crowe, 31 Ohio C.A. 566 (1920). “Do you think that Mr. 
Fink had the mental capacity to comprehend the nature of the act 
he was performing?” Shuey v. Fink, 26 Ohio C.C. (N.S.) 106 
(1915). These questions are clearly incompetent since, before the 
witness could answer, them he would have to apply the legal stand- 
ard of testamentary capacity to the factual capacity which in his 
opinion the testator possessed. The witness cannot know the ca- 
pacity which the law requires. 

The following questions have been approved by the Ohio courts: 
“Was Weis, during the times you observed him, rational or irra- 
tional? Was he of sound or unsound mind? Did he have sufficient 
mind and memory to form an intent and purpose to dispose of his 
property by will?” Weis v. Weis, 147 Ohio St. 416, 72 N.E. 2d 245 
(1947). “You may state, doctor, whether or not Charles K. Jacoby 
. .. had sufficient mind and memory to understand the nature of 
business which required him to comprehend generally the nature 
and extent of his property; to understand the nature of the business 
in which he was engaged; to hold in his mind the names and identity 
of those who have claims upon his bounty, and to be able to appreci- 
ate his relations to the members of his family.” Brown v. Jacoby, 
55 Ohio App. 250, 9 N.E. 2d 693 (1936). “Whether, in your opinion, 
testator possessed sufficient understanding to transact ordinary 
business incident to the management of his property and household 
affairs?” Baillie, Exr. et al v. Heimsath Admr. et al, 20 Ohio App. 
216, 3 Ohio L. Abs. 570 (1925). “You may also further state whether 
or not he had capacity to form a purpose and intention of disposing 
of his property by will?” Dunlap, Exec. et al v. Dunlap et al, 89 
Ohio St. 28 (1913). These questions are competent since they ask 
only for opinions of factual ability or capacity and the witness needs 
no knowledge of legal standards to answer them. 

In Runyan v. Price, 15 Ohio St. 1 (1864), regarded as the Ohio 
authority on the issue, the court did adopt the correct rationale, 
saying, “Such inquiry involves a matter of law; also assumes that 
the witness knows the degree of capacity required to perform the 
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act in issue.” But the court did not stop there. It went on to say, 
“This branch of the inquiry involved a question of law and fact, and, 
to the extent that capacity was involved in the issue, the very ques- 
tion to be determined by the jury.” (Emphasis supplied). It is this 
last phrase which has caused confusion. Considered in context it 
means that the jury, not the witness, should apply the legal standard 
to the facts, and of course even the jury must be told by the court 
what the correct legal standard is. Unfortunately, in subsequent 
litigation, courts and attorneys have used the phrase without dis- 
criminating between questions purely of fact and those also involv- 
ing legal standards. The phrase has come to mean that any opinion 
determinative of the case is inadmissable, whether the opinion be 
purely of fact or involves both facts and the law. Taken in that sense 
the phrase is fallacious. To illustrate, in a simple negligence case 
no defense attorney would object to a witness testifying that he saw 
the defendant go through a red light, and if there should be an ob- 
jection no court would sustain it. Yet if the jury should believe the 
witness’s testimony and apply to it the correct legal standard making 
this negligence per se, one of the ultimate issues in the case is de- 
cided. The same logic applies to other branches of the law includ- 
ing will contests. In Bahl v. Byal et al, 90 Ohio St. 129 (1914) a 
witness was correctly permitted to testify that in his opinion the 
testator could not comprehend the “division and distribution of an 
estate valued at about $70,000.00.” Should the jury believe that 
testimony and apply to it the proper legal standard for testamentary 
capacity, they must necessarily conclude that the testator did not 
have the legal capacity to make a will, and one of the ultimate issues 
has in effect been answered by the witness. 

The difficulty is not exclusive with Ohio, other jurisdictions too 
have encountered it, and the modern trend is to abolish altogether 
the use of “the ultimate question for the jury” as a rationale in any 
branch of the law. U. S. Smelting Co. v. Parry, 166 Fed. 407 (8th 
Cir. 1909); Grismore v. Consolidated Products Co., 232 Iowa 328, 
5 N.W. 2d 646 (1942); see notes 78 A.L.R. 755; 20 Am. Jur. 654; 57 
Am. Jur. 122. Text writers have been especially bitter in their con- 
demnation of this rationale. 7 Wicmore, Eviwence §§ 1920, 1921 (3d 
ed. 1940); 1 Greentear, Evmence § 441b (16th ed. 1899); Monet 
Cope or Eviwence, Rule 401 (1942); 20 Am. Jur. 654. 


The instant decision is couched in the following terms, “Opinions 
of such witnesses are not admissable where such opinions in fact 
answer the ultimate question at issue and which is to be submitted 
to the jury upon competent evidence for its decision.” (Emphasis 
supplied). The result of the case is correct, but does the court mean 
that all opinions, even those purely of fact, which answer the ulti- 
mate question at issue are incompetent, or does it really mean that 
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only opinions involving law and fact are inadmissable? Considered 
in the light of the results of past cases without regard to their lan- 
guage, the instant decision condemns only mixed questions of law 
and fact. Assuming this interpretation to be correct, the court’s ra- 
tionale as well as their result is clearly proper, but it would seem 
that a more precise statement of that rationale by the court would 
have aided greatly in clarifying the law and perhaps reducing future 


litigation on the issue. 
Leonard Goldberg 


INSURANCE — DEATH WHILE IN VIOLATION OF LAW 

Action by a beneficiary to recover on two policies of life insur- 
ance providing in substance for payment on the death of the in- 
sured. The insured, while engaged in the crime of armed robbery, 
was shot and killed by his victim. The Superior Court found for 
the defendant. On appeal, held, affirmed. Public policy forbids even 
an innocent beneficiary of a life insurance policy from recovering on 
the policy where the death is the result of the insured’s own crim- 
inal conduct. Malloy v. John Hancock Mutual Ins. Co., 97 N.E. 2d 
422 (Mass. 1951). 

The general view is that there can be recovery where the in- 
sured is killed while violating the law unless there is an express 
provision in the policy providing otherwise or the policy was ob- 
tained with the commission of the illegal act in contemplation. 
6 Coucn, InsurANCE § 1236 (1930); AppLemaN, INSURANCE LAW 
Anp Practice § 511 (1941); Vance, Insurance § 190 (3d ed. 1951). 

In contrast to the general rule several jurisdictions deny re- 
covery in certain circumstances even though there is no express 
provision in the policy prohibiting recovery. The rule in the federal 
courts, Burt v. Union Central Ins. Co., 187 U.S. 362 (1902), and Eng- 
land, Amicable Society v. Bolland, 4 Bligh. N.S. 194 (1830), is that 
the insurer does not have to pay if the deceased was executed for 
a crime even though such risk is not expressly excepted in the policy. 
The thought here is that the threat of cancellation of an insurance 
policy would deter a person from committing a crime which carried 
a death penalty. This rule has been criticized in that, in fact, it does 
not deter crime. Fields v. Met. Life Ins. Co., 147 Tenn. 464, 249 S.W. 
2d 798 (1923); Weeks v. N. Y. Life Ins. Co., 128 S.C. 223, 122 S.E. 
591 (1924); Collins v. Met. Life Ins. Co., 232 Ill. 37, 83 N. E. 542 
(1907). 

Some courts follow the decision in Mutual Life Ins. Co. of N.Y. 
v. Guller, 68 Ind. App. 544, 119 N.E. 173 (1918), in saying that life 
insurance policies can be divided into two types; (1) those pay- 
able to the estate and (2) those payable to designated third parties 
as beneficiaries. These courts hold that the third parties acquire a 
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vested interest in the policy at the time of its issuance and there- 
after their rights cannot be affected by the wrong of the insured, for 
whose acts they are in no way responsible. According to this view 
public policy does not excuse the insurer from liability when the 
insured dies as a result of a violation of law and the beneficiary is 
a third party but the insurer is excused when the beneficiary is the 
estate because the estate is considered to be the same as the insured 
and public policy prevents the insured from profiting by his own 
wrong. Payne v. Louisiana Industrial Life Ins. Co., 33 So. 2d 444 
(La. 1948). This distinction in life insurance policies was rejected 
by the United States Supreme Court in Northwestern Mutual Life 
Ins. Co. v. McCue, 223 U.S. 234 (1911). The court held that the pol- 
icy was “the measure of the rights of everyone thereunder.” 

Massachusetts, along with some other states, holds that the ex- 
press provision prohibiting recovery when the death was due to a 
violation of law is superfluous since it is just a statement of the con- 
trolling public policy. Lubianez v. Met. Life Ins. Co., 323 Mass. 16, 
79 N.E. 2d 876 (1948). The principal case is consistent with this 
precedent. 

The value of the principal case is in clearly showing Massa- 
chusetts’ position that public policy forbids recovery by an innocent 
beneficiary when the insured is killed as a result of a violation of 
law. Previous Massachusetts cases on this point were not as clear 
as the principal case since they all contained something in the fact 
situation that could bring them under one of the minority rules 
previously mentioned. Hatch v. Mutual Life Ins. Co., 120 Mass. 
550 (1876) was payable to the estate; DeMello v. John Hancock 
Mutual Life Ins. Co., 281 Mass. 190 183 N.E. 255 (1937), and 
Lubianez v. Met. Life Ins. Co., supra, were both suits on a double 
indemnity clause in the contract; and Millen v. John Hancock Mu- 
tual Life Ins. Co., supra, was a case in which the death penalty was 
inflicted. 

The public policy argument that refusing payment to the bene- 
ficiary when the insured is killed while violating the law will de- 
crease crime seems weak to the writer. A person bent on doing 
some illegal act would not be deterred by the fear that his insurance 
policy would not be paid if he were to be killed. Payment is no 
fraud on the insurance company since the rates are based on mor- 
tality tables which are computed on the basis of actual deaths in- 
cluding those caused by a violation of the law. Vance, INSURANCE 
229 (2d ed. 1930). The better rule seems to be that the beneficiaries’ 
rights should be fixed by the terms of the policy and in the event 
that there is no clause excepting death by violation of law the in- 
surer should be liable. 

William H. Schneider 





